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When most entrepreneurs form a business or develop new products or 
processes, the concept of raising outside capital may be the furthest thing 
from their thoughts. Then, either suddenly or over time, the business or 
technology begins to take on a life of its own. The entrepreneur begins to 
contact potential customers, a few friends or acquaintances learn of, or 
may invest in, the start-up business, and sales commence or appear immi­
nent. Planned growth materializes and begins to drive the business and its 
cash needs.
Around this time, the entrepreneur contacts his or her professionals 
and starts examining issues such as selecting the right entity through 
which to conduct business and what kind of capital structure is most 
appropriate. The business may expand through the addition of manage­
ment team members with financial, sales and technology expertise. If the 
business addresses a need in the market, or if the technology provides ben­
efits over and above existing products or processes, the entrepreneur often 
finds that the success of the business begins to outpace available resources. 
At this point, the entrepreneur asks the accountant for advice on issues 
such as:
• How do I fund the business’s cash needs? How long will it take to get 
financing?
• How do I value the business? How will outsiders value the business?
• Should I raise equity or debt? Why one versus the other?
• What are the best sources for financing? How do I find them? Which are 
right for my business?
• Is there anything I should do now to improve my chances of closing a 
financing?
• What kinds of documents are used for a financing? What should I watch 
out for?
• How involved will the investor be in my business? Will I lose control?
• What post-closing obligations will I owe to outsiders?
xi
This book is designed to furnish answers to these and other commonly 
and not-so-commonly asked questions that are encountered in the financ­
ing process for a small business. The book explores these subjects in the 
context of the corporate life cycle—from formation to sale or merger—which 
recognizes that certain types of financing are more appropriate, and less 
costly, for small businesses in different stages of development. The book 
describes methods, warnings, tips, example-type-situations, and advanta­
geous techniques for financing any type of business. A brief summary of 
the topics addressed in each Chapter is provided below.
Examples of documents from “real life” transactions have been includ­
ed as appendices to frame the discussion of various issues and to enhance 
the understanding and relevance of the materials. CPAs in industry and 
public practice, as well as consultants, can use the appendices as reference 
points when evaluating financing documentation tendered to the company 
or client in similar transactions.
Chapter 1 provides an overview of the various types of the most com­
mon financing vehicles available to small businesses. The different forms 
of financing are broken down in equity and debt categories and include a 
detailed discussion of the attributes of, among other instruments, pre­
ferred stock and debt. Chapter 1 also introduces the concept of the corpo­
rate life cycle and classifies financing options by:
• stage of development;
• equity or debt financing; and
• sources of funding.
In Chapter 2, the knowledge base established in Chapter 1 is expanded 
upon by building an understanding of why certain financings are more 
advantageous than others in various stages of development. Advantages 
are not merely limited to a discussion of out-of pocket costs, but encompass 
issues such as dilution, valuation, and timing. This Chapter also discusses 
some of the events that may delay a closing and how to anticipate issues 
that often surface in the course of a financing. Specific advantages and dis­
advantages of different financing options are discussed, and a sample term 
sheet from a venture capital firm is included for review.
Having reached an understanding of the various forms of financing 
that are available to a small business at different points in time, and the 
advantages and disadvantages inherent in these financings, Chapter 3 cov­
ers how to identify potential financing sources. The materials offer a num­
ber of Web-based resources available to the small business management 
team and its professionals that can be used to develop financing alterna­
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tives. This Chapter also addresses the objectives of different investor types 
and offers insights designed to help the small business management team 
and its advisors understand the thinking of prospective investors.
Chapter 4 covers the preparation of the business plan and the key 
issues that investors will want to address prior to issuing a term sheet or 
letter of intent. In addition, the contents of typical term sheets and letters 
of intent issued by investors and investment bankers are included for 
review and evaluation.
This Chapter also introduces information that will assist the reader in 
developing a timeline to closing the financing. When the corporation 
reaches the point of executing a term sheet or letter of intent, the time to 
closing will be defined by what compliance, due diligence and “deal break­
ing” issues are yet to be resolved and the time needed to prepare and nego­
tiate definitive documents. This Chapter covers the period from the point 
management decides to seek financing to when the corporation obtains a 
preliminary commitment, while Chapters 5, 6 and 7 address the issues and 
documentation from the point of the preliminary commitment to the clos­
ing of the financing. In effect, all of these Chapters are a chronology of the 
key events that may be encountered in the financing process.
Chapter 5 delves into the disclosure issues that fall under the general 
heading of compliance. Among others, this Chapter considers the types of 
disclosure documents used, and financial statements delivered, in different 
financing transactions. The issues surrounding a prior failure to comply 
with relevant disclosure requirements, together with suggestions for dif­
ferent means of addressing such a failure, are also discussed. However, the 
emphasis here is on preventive measures that should be taken to ensure 
that compliance is achieved and maintained.
“Deal breaking” issues are considered in Chapter 6, including valua­
tion, due diligence, anti-dilution, employment and stockholder agreements, 
corporate governance and other investment terms. This Chapter examines 
some of the typical difficulties associated with these issues and offers sug­
gestions concerning alternative resolutions for problems arising in these 
categories. Since ancillary agreements such as stockholder agreements and 
registration rights agreements are often used to import material terms into 
an investment agreement, the content of these ancillary agreements is 
analyzed and samples are provided for review.
The contents of customary equity and debt purchase agreements are 
examined in Chapter 7. In general, these agreements include the amount 
and terms of the financing, historical information (representations and 
warranties), forward-looking information (covenants), exceptions disclosed 
by schedule or exhibit, and provisions regarding default, remedies and 
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indemnities. As indemnities and hold harmless agreements may be used as 
either “a shield or a sword,” a portion of this Chapter is devoted to a care­
ful review of these clauses with the potential to change the fundamental 
economics of the transaction.
The issues of compliance with covenants, as well as the importance of 
maintaining good post-closing communication, are addressed in Chapter 8. 
This Chapter also considers exit strategies that may be available for the 
small business, many of which will have been discussed with outside 
investors in the course of prior financing transactions. As some private 
investors maintain “puts” on equity instruments, or provide debt financing 
with penalty clauses that will increase the effective cost of capital, the 
review of available exit strategies is placed in a context that emphasizes 
advance planning and consideration of less costly refinancing alternatives 
where accessible.
Robert W. Walter 
Denver, Colorado
PowerPoint Presentation
Free PowerPoint slides are available for downloading from the CPA2Biz Online 
Store. These presentation slides can be used to present and explain important 
financing considerations to your client or to others in your organization. The 
presentation slides emphasize the broad spectrum of consulting, tax and audit 
services that CPAs can provide to small business clients. The slides can be fur­
ther customized to focus on your firm's strengths and to include your firm's 
name. To find them, simply access the store at www.cpa2biz.com/store and exe­
cute a “Search” for the title of the book, The CPA’s Guide to Small Business 
Financing. Click on the book title to display the full description of the book. 




Options Available to 
Growing Small Businesses
This Chapter provides a detailed review of the types of financing that a small 
business should consider using when seeking financing from outside sources. 
Both equity and debt financings are covered, as well as the most common 
types of financing within these general categories. The corporate life cycle1 is 
used in The CPA's Guide to Small Business Financing as a means of identi­
fying the financing types and sources that are most appropriate (and less 
costly) for differing small businesses. Since planning issues and capital needs 
adjust as a business ages, the financing alternatives are approached from dif­
ferent stages in the life cycle of a growing small business.
1 Author’s Note. This discussion presumes that the small business is operated as an “S” cor­
poration (until no longer eligible as such) or a “C” corporation and does not address other forms 
of organization such as limited liability companies, limited partnerships, limited liability lim­
ited partnerships, or similar entities. If the small business is engaged in operations that 
involve real estate or that otherwise require the use of a “pass through” entity, the form of 
organization may dictate the availability or lack of availability of certain types of financing. 
Since the vast majority of small businesses other than those engaged in real estate activities 
are organized initially, or later reorganized, as corporations, this publication presents infor­
mation that assumes use of a corporate entity. Choice of entity involves complex business, 
legal, and accounting determinations that are the subject of other publications and that should 
be made only in consultation with a small business’s professionals.
Equity Instruments
Equity is the most common instrument issued to finance small businesses. 
Equity is generally issued in the form of common stock or preferred stock, 
although some small businesses issue equity in the form of units that may 
1
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include a combination of common stock, preferred stock, warrants or 
rights, or even debt instruments. The rights and preferences assigned to 
preferred stock can vary widely, meaning that preferred stock may be con­
sidered an “equity equivalent” in one issuance and a “debt equivalent” in 
another. This flexibility is one reason that venture capital investors will 
generally make small business investments through purchases of pre­
ferred stock, thus allowing the venture investor to customize the form of 
the investment to their liking. Equity may also be issued in the form of 
options to acquire stock during a specific period of time upon vesting, 
although option issuances are customarily limited to employees, directors 
and consultants that are actively employed by, or providing services to, a 
small business. Equity is generally issued:
• First to founders, management, employees, and consultants;
• To “angel” investors, venture capital firms, private equity groups or 
strategic partners;
• In private offerings or “private placements” to individual and/or institu­
tional investors; and
• In public offerings.
The following are the key characteristics of equity instruments issued 
in financings of small business corporations.
Common Stock
Common stock is the basic form of ownership, as well as equity, in a cor­
poration. It is issued to investors in return for contribution of capital or for 
other consideration, such as property or services. Common stock stands to 
lose the most or gain the most, as compared to all other forms of securities, 
from the results of operations of the business. The distribution of dividends 
is at the discretion of the board of directors, excepting a special provision 
in the certificate of incorporation to the contrary. Dividends on common 
stock are not paid until after debt service and dividends on senior securi­
ties such as preferred stock have been paid. There is no maturity date on 
common stock, with the result that common stockholders remain as inter­
est holders until liquidation or occurrence of a liquidity event such as a sale 
of the business, merger, or public offering. Common stock ownership in a 
private company is generally considered to be a risky investment due to the 
absence of a liquid market and the lack of assurance that a liquidity event 
will occur in the foreseeable future.
Every corporation must have at least one class of common stock. 
Various classes of common stock may be created by a small business pro­
viding for, among other things:
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• Veto rights over specified corporate actions;
• Greater than a majority quorum and voting requirements at both, or 
either of, the director and stockholder level; and
• Enhanced voting rights that permit the founders or management to 
retain voting control even as additional capital is raised through the sale 
of non-voting or limited voting common stock.
Preferred Stock
Preferred stock has some of the attributes of common stock and some of the 
features of debt and, depending on the rights and preferences attached to 
it, may be “designed” to be similar to equity or vice versa. The rights and 
preferences are established in the certificate of rights and preferences that 
is filed in the state of the corporation’s organization, although some rights 
may be set forth only in the preferred stock purchase agreement or a stock­
holder agreement. The principal rights and preferences that define pre­
ferred stock include the following:
• Participating vs. Non-Participating—Preferred stock is typically “non­
participating” meaning it, like debt instruments, is limited to dividends 
at a fixed rate regardless of the amount of corporate earnings or the 
amount of dividends paid on common stock. On the other hand, pre­
ferred stock may be made “participating,” allowing for such stock to 
share in the total earnings and profits of the corporation on the same 
basis as that of the common stockholders.
• Cumulative vs. Non-Cumulative—Dividends may be described as “cumula­
tive” or “non-cumulative.” Cumulative dividends continue to accrue whether 
the corporation has the funds available to distribute the dividend or not. At 
such time as the corporation has the funds available and may legally dis­
tribute the dividend, the corporation is required to do so by the terms of the 
preferred stock. Non-cumulative preferred stock has a stated dividend but, if 
the corporation lacks the ability to fund the dividend or other factors prohib­
it its distribution (such as covenants imposed by senior debt), the dividend 
does not accrue and is never issued if not declared by the board of directors.
• Convertibility—Most often a conversion right provides for the conversion of 
preferred stock into common stock of the issuer, known as a downstream con­
version. A downstream conversion is usually exercised when the market price 
of the common stock has appreciated above the preferred stock’s stipulated 
conversion price. An upstream conversion, which is rarely used, is an exchange 
of preferred stock for debt when the rate of return on the debt is higher than 
the rate at which dividends are being paid on the preferred stock. Conversion 
features may also include optional or required conversions upon occurrence of 
specified events, such as liquidity events, or after the passage of time.
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• Voting—Preferred stock purchasers are often given the right to vote 
their preferred stock on an “as converted” basis at meetings of stock­
holders of the corporation. The preferred stockholder may also retain the 
right to vote the preferred stock as a class with respect to designated 
corporate transactions such as stock dividends, acquisitions, future 
issuances of securities, and changes in the board of directors. To the 
extent any of these transactions require approval of all classes of stock 
entitled to vote on the transaction, the preferred stockholder may have, 
in effect, a veto over the completion of the transaction. The preferred 
stock terms may also require a supermajority of the preferred stock­
holders (if more than one) to approve corporate transactions such as 
those described above, or to agree to any changes in the rights and pref­
erences of the preferred stock.
• Liquidation Preference—It is usually the case that preferred stock has a 
liquidation preference that entitles the preferred stockholders to receive 
distributions of assets in a liquidation ahead of all classes of common 
stock. The value of such preference may be negligible in the case of invol­
untary liquidation, where the liquidated corporation rarely has excess 
capital to distribute to holders of equity. To the contrary, the preference 
may be of considerable value to the preferred stockholder in the event of 
a voluntary liquidation. Liquidation preferences may be designed such 
that the corporation is required to pay cumulated and unpaid dividends 
prior to the distribution of assets in liquidation to the holders of common 
equity. This may also apply to liquidating distributions on sale of all of 
the assets of the corporation.
• Ranking—Ranking is typically an issue when a corporation has issued 
more than one series of preferred stock, or has instruments outstanding 
that are convertible into additional series of preferred stock. In this case, 
the relative rights of the holders of preferred stock are stipulated in the 
references to ranking that are contained in the certificate of rights and 
preferences. Thus, if a corporation issues Series A 10% Convertible 
Preferred Stock and Series B 11% Non-Convertible, Cumulative 
Preferred Stock, the certificate of rights and preferences for the Series A 
will provide that the Series A is senior in rights as to dividends and liqui­
dation preferences to any other series of preferred stock or the common 
stock. If the purchaser of the Series B has successfully negotiated a sen­
ior ranking, the certificate of rights and preferences for the Series B 
would refer to the senior ranking and, in all likelihood, the certificate of 
rights and preferences for the Series A would have to be amended to 
delete any inconsistent language.
• Anti-dilution rights—The function of anti-dilution rights is to maintain 
the percentage ownership of the preferred stockholder in the corporation 
on occurrence of specified events. These rights protect against dilution 
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in ownership interest arising from corporate events such as stock splits 
and stock dividends, including splits and dividends on the common 
stock. In these circumstances, the preferred stock is generally given 
anti-dilution protection on an “as if converted” basis. In its more expan­
sive use, anti-dilution clauses will preserve the ownership interest of the 
preferred stockholder at a specified level if the corporation issues com­
mon stock or preferred stock convertible into common stock if the 
issuance or conversion price is lower than the issuance or conversion 
price of the previously outstanding preferred stock. This form of anti­
dilution protection is referred to as “price anti-dilution” and can be very 
dilutive to the stockholders of the corporation that lack this protection if 
the corporation is forced to engage in multiple rounds of financing at 
lower prices than paid for the initial round of preferred stock.
• Rights of First Refusal—These rights vary considerably but are usually 
classified as rights to acquire the pro rata share of any subsequently 
issued security that is issued at a per share price higher than the per share 
price of outstanding preferred stock. These rights may also extend among 
the holders of preferred stock, such that if one preferred stockholder 
declines to purchase its pro rata share of the offered security, the remain­
ing preferred stockholders have a right of first refusal to purchase the 
declining preferred stockholder’s pro rata share. These rights may extend 
for a specified period of time, for up to a specified dollar amount of subse­
quent financings, or until occurrence of a conversion or liquidity event.
• Registration Rights—Described as either “piggyback” or “demand,” 
these rights come into existence at the time the corporation becomes a 
public company and extend for a period of time thereafter, usually 
between three and five years. In the case of piggyback rights, the pre­
ferred stockholder generally converts its preferred stock to common 
stock and is permitted to “piggyback” the common stock onto a registra­
tion statement that the corporation is filing to register stock for its own 
purposes. The piggyback right is often timed to become exercisable six 
months or more after the completion of the public offering in order to 
allow the market for the corporation’s common stock to stabilize and to 
avoid the perception of a significant stock overhang in the period imme­
diately after the public offering. As long as the corporation does not file 
a registration statement after the piggyback right becomes exercisable, 
the piggyback right is not triggered. Demand rights differ from piggy­
back rights in that the preferred stockholder has the right, during or 
after the time the corporation’s common stock becomes publicly traded, 
to demand that the corporation register the common stock into which 
the preferred stock was, or is to be, converted.
Both demand and piggyback rights are generally exercisable at the cor­
poration's expense. This means that the corporation pays all expenses of 
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registering the common stock held by the converting preferred stock­
holder, including legal, accounting and filing fees, printing expenses, 
and exchange listing fees. Generally, the only expense paid by the pre­
ferred stockholder is the commission incurred on sale of the shares after 
their registration. As could be expected, a demand right is considerably 
more expensive than a piggyback right if the corporation has to prepare 
a new registration statement in order to register common stock issuable 
on conversion of preferred stock. For this reason, corporations seek to 
limit the number of demand registration rights granted to preferred 
stockholders and are typically more willing to provide unlimited piggy­
back rights over a specified period of time.
• Equity “Claw-Backs”—Equity “claw-backs” are usually described in the 
stockholder agreement that the parties execute at the closing of the pre­
ferred stock investment. Equity claw-backs are customarily given only 
to the management team and enable its members to increase their 
equity percentage ownership of the corporation (thereby reducing even 
the percentage of ownership of the preferred stock investor, which is 
usually not given anti-dilution protection from the effect of the claw­
back) if the corporation is successful in exceeding pre-established rev­
enue, operating income, EBITDA, net income or other benchmarks. While 
the same effect can be achieved by a grant of additional stock options to 
the management team that vest on achievement of the performance 
benchmarks, limitations created by the number and exercise prices of 
options, and the practical difficulties of maintaining an unusually large 
stock option plan at and following a public offering, often mandate use of 
a claw-back. This is true also when management is particularly sensitive 
to their percentage ownership and the management team perceives the 
claw-back as a means of “leveling the playing field” and obtaining a more 
desirable valuation if they are successful in achieving the targeted results.
• Rachet clauses—Rachets are used by venture and private equity firms to 
increase their percentage of equity ownership and/or to reduce the con­
version price of their preferred stock (which in effect will increase their 
percentage of equity ownership by increasing the number of shares of 
common stock issued on conversion of the preferred stock). A rachet 
clause works in a manner similar to the equity claw-back, but acts to 
reduce the conversion price if the corporation is unsuccessful in meeting 
revenue, operating income, EBITDA, net income or other targets. A 
rachet clause will typically be used by the venture or private equity firm 
to “bridge” a valuation gap between the investor and the corporation and 
can be used to penalize the management team if it attempts to use pro­
jections in the valuation process that clearly seem unattainable to the 
investor. It is rare to see rachet clauses existing alongside equity claw­
backs, simply because the failure to meet the target benchmarks can 
Chapter 1: Identifying Financing Options 7
have a two-fold effect on management’s ownership, while success in 
meeting the benchmarks can double the dilution to the investor. If the 
small business is presented with a rachet clause, it should carefully evalu­
ate the benchmarks and attempt to negotiate reasonable targets. If a term 
sheet has no rachet clause but management believes the offer reflects a 
valuation that is too low, the management team may wish to consider a 
counter offer with an equity claw-back in its own attempt to bridge a val­
uation gap. Again, the setting of the benchmarks is the key to manage­
ment’s ability to increase its ownership and should be very carefully con­
sidered before making a counter offer that includes a claw-back.
• “Tag-Along/Drag-Along” Rights—Although these rights are generally 
set forth in the preferred stock purchase agreement or the stockholder 
agreement, their importance cannot be understated. “Tag-along’ rights 
permit the preferred stockholder to “tag-along” in a sale of shares by the 
management team of the corporation or other significant stockholders or 
to participate on a pro rata basis if less than 50% of the corporation is 
sold to an outside buyer. In some instances, the tag-along rights are 
exercisable only upon conversion of the preferred stock into common 
stock, and in others the tag-along rights are exercisable by the preferred 
stockholder on an “as if converted” basis. “Drag-along’ rights are the 
reverse of tag-along rights, and typically entitle the corporation to “drag- 
along” the preferred stockholder into a sale or partial sale of shares by 
the corporation, its management team or its significant stockholders. 
Drag-along rights are particularly important if the corporation has no 
right to force conversion of the preferred stock on occurrence of a liquid­
ity event such as a sale of the business or its assets.
• Board Representation /Board Observer—The preferred stock purchase 
agreement or the stockholder agreement will typically provide for the 
right of the preferred stock purchaser to appoint one or more of the 
members to the board of directors of the corporation. Venture capital 
investors will generally seek to have significant board representation 
with the ability to increase that representation if there are changes in 
the management team or if the corporation fails to meet certain per­
formance benchmarks. In some instances, concern about liability for 
actions taken as a board member will cause the preferred stock pur­
chaser to request the right to designate an observer to the board of direc­
tors, rather than a member.
• Financial Covenants and Other Restrictions—In those instances where 
the preferred stock is considered by the investor to be equivalent to a 
debt instrument, the investor will frequently require the corporation to 
maintain certain financial ratios and meet designated financial criteria. 
In addition, the preferred stock purchase agreement will generally 
include a variety of covenants as to:
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— The operation of the corporation;
— Financial reporting;
— Preparation of budgets;
— Delivery of specified information on a monthly or quarterly basis to 
the preferred stock investor;
— Management and board composition;
— Compensation and award of options and bonuses;
— Maintenance of insurance;
— Regulatory compliance; and
— Approval of related party transactions by disinterested members of 
the board of directors.
The covenants usually lapse on occurrence of a liquidity event, on con­
version of the preferred stock into common stock or on liquidation.
Debt Facilities
Debt is classified as short term, that is, due in less than one year, and long 
term, maturing from two to seven years or perhaps longer. In general, short­
term debt is comprised of the current portion of long-term debt unless the cor­
poration has a revolving line of credit that renews annually. As a small busi­
ness grows, it is often successful in securing a revolver that renews in two or 
three years, although banking practices vary considerably in this regard. All of 
the debt facilities discussed below are long term except revolving lines of 
credit that renew annually. As a small business grows and is successful in 
securing more than one type of debt financing, the revolver or term loan with 
a first lien on the corporation’s assets, typically provided by a bank, is referred 
to as “senior debt.” Debt facilities that have a lower lien priority than senior 
debt are referred to as “subordinated debt,” but may take a variety of forms 
such as term debt, mezzanine debt, or convertible debentures, all of which are 
discussed below. Subordinated debt is most often provided to small businesses 
by non-bank sources, such as:
• “Mezzanine” funds;
• Private equity funds, including Small Business Investment Companies 
(SBICs);
• Institutional investors;
• Strategic partners; and
• Unregulated subsidiaries of banks and other financial institutions.
For more on financing options within different stages of development, see 
Chapter 2, “The Advantages, Disadvantages, and Timing Issues Associated 
with Alternative Financings.” Chapter 3, “Locating the Right Investors 
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and Understanding Their Objectives,” provides assistance and tools to 
identify financing sources and understand their objectives.
Overview of Common Elements of Documents 
Governing Debt Financing
In general, documentation of credit facilities obtained from a majority of 
lenders will share most, if not all, of the following attributes:
• An aggregate credit limit based on eligible borrowings against a bor­
rowing base calculated as a percentage of receivables, inventory, or 
other assets or a specified loan amount; in addition, minimum avail­
ability and the maximum amount of initial amounts outstanding at the 
time the facility is established;
• A description of the use of proceeds of the credit facility;
• A description of the collateral, including whether guarantees or support 
agreements from founders or management are required;
• The initial rate of interest, the default rate of interest, any adjustment for­
mula if the interest rate is variable, and any minimum interest charges;
• Specification of the commitment fee, fees on any unused portion of the 
facility, closing fees, collateral audit fees (including initial fees and any 
on-going monthly or quarterly collateral audit fees), letter of credit fees, 
facility fees, early termination fees, and legal fees of the financing source 
to be paid by the borrower;
• The term of the borrowing, required paydowns, and any prepayment fees;
• Specification of expenses payable by the borrower, including appraisal fees, 
UCC search and recording fees, credit report costs, lockbox costs, real estate 
title searches and recording fees, and expenses of environmental surveys;
• A description of the financial reporting requirements of the borrower to 
the financing source, including whether annual audited financial state­
ments are required;
• Representations and warranties as to basic corporate governance mat­
ters, including due and valid organization, qualification to do business 
in jurisdictions, authorization to secure the credit facility, absence of 
litigation and regulatory proceedings, absence of environmental issues, 
priority of lien to be granted to the financing source, absence of undis­
closed liabilities, and good title to the collateral to be pledged;
• Financial covenants including debt to equity, tangible net worth, fixed charge 
coverage, mandatory debt retirement, current ratio, loan to value, and similar 
ratios; in addition, covenants relate to financial reporting, guarantees of the 
obligations of subsidiaries or third parties, acquisitions, stock repurchases, 
dividends and distributions, compensation, change in management, capital 
expenditures, disposition of assets, and transactions with affiliates;
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• A description of occurrences that constitute events of default, such as 
payment defaults, non-compliance with warranties or covenants, insol­
vency, bankruptcy, change of control, cross defaults, judgment defaults, 
and similar events;
• Receipt of intercreditor or subordination agreements satisfactory to the 
lender; and
• Receipt of legal opinions, audit opinions, comfort letters, and appraisals 
satisfactory to the lender.
Revolving Lines of Credit are used to fund current operations and are 
generally secured by accounts receivable, inventory, cash and its equiva­
lents and, in most cases, by substantially all of the assets of the corpora­
tion. Revolvers are often repaid from the proceeds of a term loan or an 
equity financing. The three major expenses frequently associated with this 
form of financing include (1) an interest cost that is normally tied to the 
bank’s prime rate or the bank’s cost of funds, (2) a compensating balance, 
usually about 10% of the outstanding balance or the total committed cred­
it line, which is held by the bank in a non interest-bearing account, or (3) 
limitations in the borrowing base established by advance rates of less than 
100% against receivables, inventory or other assets.
Term loans require scheduled periodic payments of principal and 
interest over the term of the loan. These loans are commonly used to 
increase working capital, to finance a major expansion of capital facilities 
or acquire another business. Compared to short-term loans, these loans are 
more risky because the longer term decreases the certainty of repayment, 
sometimes resulting in higher interest rates.
Small Business Administration (SBA) loans are loans that require an appli­
cant to have sought financing from a bank or other lending institution before 
being eligible for SBA loan assistance. There are two basic types of SBA loans:
1. Guarantee loans. These loans are the most common SBA loans and pro­
vide for:
• Loans made by private lenders that are guaranteed up to 90% by the SBA;
• The maximum guaranteed percentage of loans exceeding $155,000 is 
85%; and
• A maximum guarantee of $750,000 by the SBA.
The initial review of the loan application is made by the lender. If the 
lender approves the application, it is submitted to the local SBA office 
and if approved by the SBA, the lender closes the loan and disburses the 
funds. Although limited in amount, SBA-guaranteed loans offer the cor­
poration lower interest costs than non-guaranteed loans due to the 
lender’s receipt of the SBA guarantee of repayment. Accordingly, small 
businesses are wise to consider this means of financing where available.
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2. Direct loans:
• Loans that have an administrative maximum of $150,000 and are avail­
able only to applicants unable to secure an SBA-guaranteed loan; and
• An applicant must first seek financing from his/her bank of account 
and, in cities of over 200,000, from at least one other lender before 
applying for an SBA direct loan.
SBA direct loan funds are limited and are often available only to busi­
nesses that fit a certain profile (e.g., businesses located in high-unem­
ployment areas or owned by low-income individuals, minorities, handi­
capped individuals, or veterans).
Mezzanine Loans are an intermediate level in the funding of a corpo­
ration and may effectively serve as a combination of debt and equity. While 
mezzanine financing often refers to subordinated debentures or notes that 
are secured to finance acquisitions, it may also be used to fund internal 
growth. The debentures or notes issued in a mezzanine financing are often 
delivered in conjunction with options or warrants to acquire shares of com­
mon stock in the corporation. The options or warrants may carry a nomi­
nal exercise price or an exercise price close to the fair market value of the 
common stock, depending on the other terms and conditions attached to 
the mezzanine financing.
For example, if the mezzanine financing carries an interest rate 
closer to that of a high yield bond, or if the number of warrants is low relative 
to the number of outstanding shares of common stock, the exercise price of 
the warrants may reflect these facts by being fairly low. On the other hand, 
a lower interest rate or an increased number of warrants may imply a 
higher exercise price for the warrants. The “equity equivalent” component 
of the mezzanine financing is typically determined by negotiation between 
the lender and the corporation and ultimately reflects the lender’s calcula­
tion of how it will achieve its targeted rate of return. See Chapter 3, 
“Locating the Right Investors and Understanding Their Objectives,” that 
addresses this calculation in more detail.
Convertible Debt is a less common form of mezzanine financing that:
• Gives the lender the right to convert all or part of a loan into common 
stock for a stated period at a specified rate of exchange up to and includ­
ing the date of maturity;
• Carries a lower interest rate than nonconvertible debt, thus reflecting 
the enhanced rate of return possible on conversion;
• Is typically subordinated and unsecured or, if the financing relates to acqui­
sition of specific assets, may only be secured by the acquired assets; and
• Tends to be used by smaller companies with high growth rates and a 
more leveraged capital structure.
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Convertibles are a form of mezzanine financing in that the debt financ­
ing obviously has an equity component built in through the conversion fea­
ture. Due to the inherent uncertainty of whether conversion will take place 
and the dilution that the corporation may experience on full conversion, 
convertibles are less commonly used in mezzanine financings for small busi­
nesses than debentures or notes issued with attached warrants or options.
High Yield Debt, more commonly known as “junk bonds,” carries 
extremely high interest rates and is subordinate to virtually all other debt 
obligations of a corporation. High yield debt is unrated or receives the low­
est non-investment grade ratings from bond rating agencies and is consid­
ered to be extremely high risk. While small businesses may occasionally be 
successful in securing financing through the issuance of junk bonds, the 
cash flow required to service the debt normally prevents most small busi­
nesses from using this financing. For this reason, the vast majority of small 
businesses obtain expansion funding from issuance of common stock, pre­
ferred stock or mezzanine financing instruments.
Rated Debt is debt that has been rated by rating agencies such as Standard 
& Poor’s, Moody’s or Duff & Phelps. Rated debt is issued with an investment or 
non-investment grade rating that is determined by the rating agency after com­
prehensive and stringent reviews of a corporation’s operations, capital struc­
ture, management, financial condition, and results of operations. An invest­
ment grade rating is important because some institutional investors are 
limited to investing in investment grade debt and, once rated, the corporation 
is generally able to issue rated debt with a lower coupon than that associated 
with non-investment grade debt. Very few small businesses reach the size and 
state of development necessary to issue rated debt and, accordingly, rated debt 
is rarely a financing option for all but the largest small businesses.
Hybrid and Other Financing Instruments
Leases are obligations that relate to specific assets, and are generally fixed 
as to rate, payment, and term. Equipment leases are a very common form 
of financing for most small businesses. Leases generally include some or all 
of the following features:
• Maintenance and other services are often built into the lease (at an addi­
tional cost);
• 100% of the asset cost, often including installation, can be financed;
• The lease terms may be longer and more flexible than other types of 
financing;
• The tax deduction for the lease payment may be greater than the depre­
ciation deduction if the asset was purchased;
• The total costs over the life of the lease are usually higher than bank 
borrowings; and
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• Cancellation or upgrade options may be available when the asset being 
financed is associated with a rapidly changing technology.
Warrants are securities that give holders the right, but not the obliga­
tion, to buy shares of common or preferred stock directly from a company 
at a fixed price for a given period of time. Each time a warrant is exercised, 
the number of shares outstanding increases.
Each warrant specifies:
• The number of shares of stock the holder can buy;
• The exercise price;
• The first exercise date;
• The duration of the exercise period, usually from two to five years; and
• Whether it is separately issued or attached to the bonds or notes to pre­
vent separate sale of the warrant.
Securitizations refer to the process of pooling accounts receivable to 
convert the income streams from the receivables into debt securities. The 
income streams from the receivables provide the cash flow necessary to 
repay the debt. The primary advantage of securitizations is the borrower’s 
ability to obtain a lower interest rate because the cash flow from the secu­
ritized assets may represent a better or more ascertainable risk than that 
associated with the borrower’s overall operations. As the securitization 
market grew in the late 1990’s, a number of small businesses were suc­




• Credit card transactions.
While this market has recently experienced a downturn, a small busi­
ness generating a consistent flow of receivables from these or similar trans­
actions should consider the securitization market when evaluating financ­
ing alternatives.
Simply put, a securitization transaction is structured as follows. The 
receivables are assigned by the corporation to a special purpose entity or a 
trust in exchange for the proceeds of the securitization, net of legal, account­
ing, rating and financing expenses. The receivables are generally divided into 
three or more tranches, with the “A” tranche having the highest advance rate 
due to the payment history and creditworthiness of the purchaser of the auto­
mobile or underlying asset. The advance rates for the “B” and “C” tranches are 
decreased to reflect the higher risk of the receivables in these tranches. The “A” 
tranche normally comprises 80% or more of the receivables, with the “B” and 
“C” tranches making up the remainder. The securitized receivables are gener­
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ally rated by one of the debt rating agencies, thus necessitating a detailed 
review of the corporation’s credit extension policies, collateral protection prac­
tices, results of operations, and collection practices. Securitizations often carry 
credit enhancements that are required by investors or rating agencies, such as:
• Guarantees by the corporation;
• Insurance policies issued by third parties; or
• Obligations of the corporation to substitute performing receivables for 
non-performing receivables.
The securitized receivables that are collateral for the debt are identi­
fied and segregated on the records of the borrower and the corporation gen­
erally acts as servicing agent in the collection and remittance of the pro­
ceeds of the receivables to the investor that purchased the trust certificates.
Industrial Revenue Bonds (IRBs) are issued by a state or local govern­
ment agency to finance industrial or commercial projects that serve a pub­
lic good. IRBs are most often available in areas of high unemployment or 
enterprise zones, and to manufacturing companies that can demonstrate 
that their expansion will result in an increase in employment in the area 
of the project. In general, IRBs can be issued by the government agency to 
finance the entire cost of construction of a new facility for the corporation. 
The bonds are generally collateralized by the real estate and facility and, 
in some cases, a credit enhancement in the form of a stand-by letter of cred­
it issued by a bank. IRBs are repaid through bond payments amortized 
similarly to a first mortgage and made by the corporation to the govern­
mental agency that issued the bonds. IRBs are an attractive financing 
mechanism for small businesses where available because they are tax 
exempt and therefore carry a below market interest rate.
Payment in Kind (PIK) securities are utilized when the corporation does 
not have sufficient cash flow to pay interest on convertible notes or divi­
dends on preferred stock and is seeking to retain its cash flow to the maxi­
mum extent to fund operations. If the corporation has issued a note or 
debenture, the PIK feature will cause the interest that is payable to be 
added each year to the principal amount of the note or debenture or, in some 
cases, to be issued in common stock of the corporation. If the corporation has 
issued dividend bearing preferred stock, the dividends are added to the par 
value and/or liquidation preference of the preferred stock on each respective 
payment date. As the dividends continue to accrue, the number of shares of 
preferred stock (or the number of shares of common stock, if the preferred 
stock is convertible into common stock) to be issued will increase. The PIK 
feature may be limited in time if, for example, the corporation has the right 
to issue PIK securities for the first two years in lieu of paying interest on a 
note, but is thereafter obligated to pay interest in cash. For the small busi­
ness with cash constraints, the ability to pay interest or dividends through 
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issuance of a PIK security can be an attractive mechanism to maximize cash 
flow, but must be measured against the dilution that will occur.
The Stage of Development of the Small Business 
Dictates Needs and Objectives of Funding and, In 
General, the Sources Available to It
As a small business grows and matures, its funding objectives and needs will 
evolve. This process also results in changes in the financing sources available 
to the small business. In general, the more mass the small business achieves, 
the wider its choice of financing alternatives and the greater the number of 
financing sources that can be accessed. This diversity usually results in a 
decrease in the overall cost of capital and contributes to the bottom line as 
the small business recognizes some benefit from achieving critical mass.
Table 1.1, The Funding of the Corporate Life Cycle table, sets forth 
four stages of development in the life of a small business and describes the 
typical sources of equity and debt financing available to the small business 
at each stage. References are provided to the financial instruments that 
may be issued by the small business at each stage of development on 
receipt of equity or debt financing.
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* Table Note. First, it should be noted that the alternative types of financings described in 
Table 1.1 are generally those available to the small business at various stages of development. 
As such, a small business experiencing more rapid growth may be able to obtain capital from 
a wider variety of financing sources earlier, while a small business with a slower growth curve 
may have greater difficulty in securing financing usually available at its stage of development. 
Second, as the small business matures, the instruments issued by it tend to gravitate to com­
mon stock, institutional placements of equity and debt, and bank financing as the small busi­
ness reduces its reliance on preferred stock, warrants, mezzanine financing, and convertible 
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When viewed through the prism of the corporate life cycle, the financing alter­
natives available for small businesses are more easily understood and fall into 
a logical sequence. Equity alternatives are dominated by common stock and 
preferred stock, the attributes of which can be varied significantly depending 
on the investor as well as the nature and terms of the financing. Credit facili­
ties can be sourced from senior bank lenders, venture and private equity funds, 
commercial lenders, institutional investors and strategic partners. A number 
of hybrid and other financing instruments can also be used by small 
businesses including leases, warrants, securitizations, bonds, and PIK securi­
ties. When considering these alternatives, the management team must con­
sider the funding needs of the corporation, the objectives to be accomplished 
using the financing, and the tradeoffs of cost and timing that are often present 
when comparing alternative forms of financing.
* * * *
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Case Study: Client Meeting Preparation
A client has requested a meeting to go over the financial options available to 
it as its business continues to grow and expansion seems a likely possibility. 
They want to get to “the next level” but feel overwhelmed by financial details 
outside their current comfort zone. They need your assistance in devising a 
plan and researching their options. Here are some common questions and 
scenarios derived from the Chapter reading. How would you respond?
Situational Analysis
1. The management team of the corporation in the operating stage is more 
concerned with having their ownership stake diluted than with the cost 
of financing. What alternatives would you recommend to this small 
business? Why?
Practitioner Response: The small business would be best off seeking a bank 
revolver, lease financing, term debt, securitizations, and mezzanine financing 
than any type of equity financing. This is due to the fact either limited or no dilu­
tion would occur in management's ownership stake. If additional debt financing 
is not available due to pre-existing debt, a public offering would result in the 
smallest amount of dilution in an equity financing.
2. What types of instruments should a small business expect an institu­
tional investor to want to utilize if it intends to provide the corporation 
with debt financing? Which of these instruments would be more desir­
able from the corporation’s point of view?
Practitioner Response: Most institutional investors will want to use instru­
ments that clearly establish the priority of the institution ahead of equity 
investors and secure some equity equivalent rights such as the right to nominate 
a board member or observer, right to approve significant acquisitions or disposi­
tions, dividends, distributions, and the like. Mezzanine loans, convertible deben­
tures, and term notes could be expected, together with ancillary agreements 
such as financing statements, security agreements, warrants, agreements that 
define the “equity-equivalent” rights of the debt holder, employment agreements 
for the key management team members, rights of first refusal to provide 
additional debt, and subordination agreements with respect to senior 
debt. Assuming the convertible debt permitted 100% conversion, a mez­
zanine financing with accompanying warrants would be more favorable 
to the corporation because the dilution from exercise of warrants should 
be less than a full conversion. Of course, a term loan without warrants 
would not be dilutive and, therefore, most preferred, but cannot be 
obtained from most sophisticated institutions.
Chapter 1: Identifying Financing Options 19
3. When considering senior debt, what are the most important terms that 
the bank will be focused on addressing? When is senior debt the most 
desirable financing alternative?
Practitioner Response: Banks will principally focus on the collateral base 
and its relative liquidity, advance rates and limitations, financial covenants, 
events of default, and opinions. Other important issues may include environ­
mental issues, representations and warranties, and information or reporting 
requirements. Senior debt is almost always the most desirable financing 
alternative due to its generally lower cost, time to secure, and lack of dilution 
to the stockholders.
4. What are “equity claw-backs” and “rachet” clauses used for in financing 
documents?
Practitioner Response: Equity claw-backs and rachet clauses are used to 
adjust the corporation’s relative ownership percentages of the management 
team and outside investors based on pre-existing performance criteria. Claw­
backs facilitate the management team increasing its ownership if the corpo­
ration meets designated financial targets, while rachet clauses perform the 
same function for outside investors when the corporation does not meet the 
financial targets. These financial targets are almost always going to be differ­
ent since the management team will be given incentive to attain peak per­
formance, while the outside investors will have the opportunity to increase 
their ownership in “worst case” scenarios.
5. What are the differences between “tag-along” rights and “drag-along” 
rights? What party exercises such rights?
Practitioner Response: Tag-along rights are exercisable by an outside 
investor to “tag-along” in a sale of equity by the management team or 
founders of a corporation to a third party. These rights would usually 
require that in a sale of equity by the management or founders, the investor 
would be able to “tag-along” in a proportionate amount to the investor's own­
ership of the corporation or perhaps in an amount proportionate to the 
investor's ownership versus the ownership of the selling stockholders. 
Management may also get tag-along rights in situations where an investor 
arranges to sell part of its stake to a third party. Drag-along rights general­
ly allow the corporation to “drag-along” the outside investor in a proposed 
sale of equity by the corporation, management or the founders, all or some 




Disadvantages, and Timing 
Issues Associated with 
Alternative Financings
When faced with a multitude of financing options and a need for capital, 
the management of a small business will generally rely on their prior 
financing experience and consult with other decision-makers in order to 
determine the preferred course of action. While some small businesses 
have the luxury of planning ahead for their capital requirements, too often 
the “need for speed” is such that the decision making process becomes trun­
cated as the press of business inhibits good strategic planning. This dis­
cussion is intended to arm small business management and their advisors 
with knowledge of the issues they may encounter in various types of 
financings and stages of development. Obviously, the likelihood of closing 
increases as the small business targets its efforts on specific financing 
options that are more suitable to its current stage of development.
Understanding the timetable associated with different financings and 
being familiar with the roadblocks that may cause delays in funding can 
provide the small business with a planning advantage. Although unforeseen 
developments always have the potential to postpone a closing, it is important 
that management enter the financing process with reasonable expectations 
concerning timing and be familiar with what events will need to occur 
before a closing becomes reality. The cardinal rule, if indeed one exists, is 
that “surprises” or delays are the last thing anyone wants in the course of 
negotiating and closing a financing. This discussion provides a compendium 
of issues that are more likely than not to surface in the financing process 
and guidance regarding how to plan and develop responses.
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An Overview: Advantages of Debt Versus Equity
• A debtor has no direct claim on the future earnings of the corporation. 
The lender is only entitled to the repayment of the principal and the 
agreed-upon interest charges.
• Interest on debt can be deducted on the corporation’s tax returns which 
in effect lowers the real cost to the corporation.
• Debt does not dilute the stockholders’ interests since the lender has no 
claim to the equity of the business.
• Interest and principal payments are generally a known amount that 
can be forecast. However, this may not be true to some extent due to the 
use of loans with variable interest rates that change with the market.
Disadvantages of Debt Versus Equity
• Interest is a fixed cost that raises a corporation’s break-even point. 
Corporations that are too highly leveraged often find it difficult to 
remain profitable enough to fund additional growth.
• Cash flow is required for both principal and interest payments and such 
payments must be planned for.
• Debt is not permanent capital because at some point it must be repaid.
• Debt instruments may include restrictive covenants which limit manage­
ment’s future actions with regard to financing and managing the company.
• A business is limited as to the amount of debt it can carry. The larger 
the corporation’s debt-to-equity ratio, the more risky the corporation is 
considered to be and the less a creditor will be willing to lend.
Development Stage Funding: Equity and
Debt Alternatives 
Equity Financing Options
In the development or early stage of the corporate life cycle, equity financ­
ing is often the only financing vehicle open to the corporation. The corpo­
ration usually lacks sufficient assets or cash flow to obtain debt financing 
except in isolated instances. Equity investors at this stage are generally 
comprised of:
• Founders of the corporation;
• “Friends and family;”
• Angel investors;
• Venture capital firms; and
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• Private equity groups.
The founders and friends and family will generally purchase common 
stock and may receive options or warrants for services rendered or, per­
haps, as a “kicker” for being an early stage investor. The terms of the 
investment are generally described in subscription documents that may be 
accompanied by a copy of the business plan.
Angel investors are typically high net worth individuals who invest in 
early stage enterprises with a view toward generating high rates of return 
not available in later stage investments. Angel investors are often entre­
preneurs who have an interest in supporting early stage businesses and 
may serve as informal mentors or seek a seat on the board of directors.
Angel investors do not generally purchase debt instruments due to the 
fact that the returns are limited and, unless they receive warrants to pur­
chase common stock with the debt instrument, their interest is in holding 
common stock with no limit in possible upside appreciation. Most angel 
investors will invest through a purchase of common stock that might be 
priced at a level higher than the founders but below that paid by an insti­
tutional investor. In some cases, angel investors may seek to invest along­
side an institutional investor to ameliorate, to some degree, the element of 
risk associated with an earlier stage investment. More sophisticated angel 
investors that invest larger sums may seek to purchase preferred stock with 
the protections and investment terms normally sought by venture capital 
firms and private equity groups. Angel investors may invest anywhere from 
$10,000 to $2 million or more. Depending on the amount invested, angel 
investments may be documented by a subscription agreement accompanied 
by a business plan or a term sheet followed by a purchase agreement.
Venture capital firms and private equity groups are generally the largest 
cash investors in early stage entities. Venture investors have established:
• Minimum and maximum investment amounts;
• Areas of concentration within specific industries or markets;
• Investment horizons of five to seven years to a liquidity event;
Annualized rate of return benchmarks that range from 35% to 40% or 
more; and
• Policies concerning their participation on the board of directors, board 
committees, assistance in planning, recruiting of management person­
nel and mechanisms to increase their control over the business if finan­
cial goals are not realized.
Most venture firms have minimum investments of $100,000 to $4 mil­
lion and maximum investments ranging from $250,000 to $50 million.
A number of venture investment firms are organized as Small 
Business Investment Companies (SBICs). SBICs are licensed by the SBA
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but are privately owned and managed firms that make their own invest­
ment decisions. Once licensed, an SBIC is eligible to receive long-term, low 
interest loans from the SBA that mature in five to 20 years from funding. 
In general, the SBIC is eligible to receive loans that are two to three times 
the amount of the equity of the SBIC. While SBICs may invest in start-up 
and early stage enterprises, SBICs are restricted from investing in:
• Non-manufacturing companies with a net worth in excess of $6 million or aver­
age net income after taxes for the preceding two years of over $2 million;
• Manufacturing companies with more than 250 employees unless the 
company meets the net worth or net income tests described above; and
• Other investment companies or lending institutions.
Private equity groups are usually organized as hedge funds or other 
forms of pooled investment capital that are capitalized by pension funds, 
money management firms, other institutions and select high net worth 
investors. Private equity groups can be broken down into three types:
• Early stage investors similar to venture funds;
• Operating and mature stage investors; and
• Buy-out groups oriented to mature company investments, financing of 
management-led buyouts and leveraged “recaps.”
Leveraged recaps are transactions similar to management-led buyouts 
in structure, but rather than increasing their ownership stake, the founders 
reduce their ownership and receive cash that is funded by borrowings from 
financial institutions or the private equity group, or both. The private 
equity group provides the equity investment that, to a greater or lesser 
degree, replaces the equity cashed out by the founders and that is necessary 
to meet the minimum equity investment required by debt financing sources. 
Private equity groups are well suited to provide financing to:
• Family owned businesses or holders of concentrated ownership positions 
in private companies;
• Funding of ESOP and employee-led buyouts of retiring management;
• Management-led buyouts; and
• Start-up and early stage companies with some infrastructure, a strong 
management team and good business fundamentals.
Typical Preferred Stock Terms for Issuances to 
Venture and Private Equity Investors
The typical venture or private equity investor does not usually purchase 
common stock or, if common stock is purchased, the common stock will be 
a small percentage of the overall investment. While institutional investors
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may differ in investment details, the profile of an early stage investment in 
preferred stock by a venture or private equity firm will usually have the 
following attributes:
• Convertible into common stock to provide liquidity if a public market 
develops for the common stock;
• Conversion will be optional at the holder’s election, and mandatory on 
completion of IPO or sale of the corporation;
• Mandatory redemption terms if a liquidity event does not occur within 
specified time frames; redemption will generally be within the last few 
years of the time frame for the holder’s investment; may include a redemp­
tion premium over and above the stated liquidation value of the preferred 
stock which operates as a “penalty” for failure to achieve a liquidity event;
• May be accompanied by warrants to purchase common stock, depending 
on how valuation issues are resolved;
• Features anti-dilution for specified events (stock splits, dividends, merg­
ers) and price anti-dilution that becomes effective if the corporation sells 
common stock below the conversion price of the preferred stock;
• Cumulative dividends that are payable in PIK securities or become part 
of the preferred stock’s liquidation preference;
• Liquidation preferences that assure the preferred stock purchaser receives 
the stated amount in the event of liquidation prior to any distribution to 
holders of common stock; the liquidation preference may have a “ratchet” 
clause that triggers automatic increases in the liquidation preference if 
the corporation has not redeemed the preferred stock, or it has not been 
converted, by specified dates during the life of the investment;
• The preferred stock will vote on an “as converted” basis on all matters 
voted on by the common stockholders;
• Holders of the preferred stock will have the right to vote upon and 
approve or disapprove certain matters including acquisitions, change of 
control transactions, issuance of new series of preferred stock, modifica­
tions in the rights and preferences of the preferred stock, changes in use 
of proceeds of the financing, changes in the nature of the corporation’s 
business, changes in the number of directors (unless pursuant to the 
rights of the holders of preferred stock to increase their representation on 
the board of directors if the corporation fails to meet certain performance 
benchmarks), transactions with insiders not approved by the disinter­
ested board members, changes in compensation for executive officers, 
issuance of options or warrants in excess of predetermined amounts, and 
any modifications in the corporation’s governing charter documents;
• Rights of first refusal or preemptive rights to purchase securities sold by 
the corporation in subsequent financings, subject to standard exceptions 
for issuances to strategic partners;
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• Standard tag-along and drag-along rights and, in some cases, an equity 
claw-back for the benefit of the senior management;
• Registration rights for common stock issued on conversion, including 
demand and piggyback rights, with all expenses paid by the corporation;
• Provisions regarding board representation, financial reporting, budget 
review, operational status, inspection rights, key man life insurance, 
and continuity of management;
• Payment of all legal fees for the purchasers of the preferred stock;
• Designation of the investor’s counsel as having the primary drafting 
responsibility for the purchase agreement and ancillary documents; and
• A “sunset” provision that states that certain rights of the holders of the 
preferred stock expire automatically on completion of an IPO.
Preferred stock investment terms are initially set forth in a term sheet 
prepared by the venture or private equity investor. Once agreement is 
reached, the parties may execute a version of the term sheet or may 
instead execute a letter of intent that embodies the terms initially 
described in the term sheet.
Practice Tip. Appendix A, “Sample Term Sheet for Preferred Stock 
Purchase by Venture or Private Equity Investor,” is based on an 
actual venture financing received by an early stage company. This 
form is typical of term sheets used by venture capital and private 
equity firms. Reviewing this term sheet will help you understand 
how the prospective investor describes the typical terms of a venture 
or private equity investment. Notice that many of those terms were 
introduced in Chapter 1, “Identifying Financing Options Available to 
Growing Small Businesses.”
Occasionally an “IPO window” opens that permits an “early” public 
offering by a corporation during the development stage. The most recent 
example of the availability of this type of financing was the enormous 
increase in early public offerings by “dot com” companies that occurred in 
1998 and 1999. Small businesses should recognize this phenomenon for 
what it is: a speculative bubble that inevitably disappears as valuations 
return to more traditional models. This does not mean a small business 
should disregard opportunities for financing created by market forces, but 
the availability of an IPO window is something that cannot be planned for. 
The early public offering is covered in detail under the discussion relating 
to operating stage equity financings found later in this Chapter.
Table 2.1, “Business Considerations for Equity Financing,” sets forth 
the relative advantages and disadvantages of the most common forms of 
early stage equity financing. As the table indicates, there is to some extent 
a trade-off between speed and availability of funding. When comparing 
funding from institutional investors to that provided by founders, family, 
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friends, and angel investors, the key differences relate to issues concerning 
control, valuation and restrictions on future operations and funding that are 
usually not the subject of negotiations with angel investors and affiliates.
Table 2.1 Business Considerations for Equity Financing
Common Sources of
Early Stage




Venture firms and 
private equity groups
Speed; simplicity of 
documentation
Funding availability; 
generally simple documents; 




Time to identify; funding 
amount per investor may 
be limited; structure may 
be variable, requiring 
more documentation
Control issues; valuation 
reflects risk profile and 
necessary high rates of 
return; complex 
documentation; higher 
expenses; restrictions on 
future operations and funding
Debt Financing Options
Debt financing available in the development stage is severely limited due 
to the corporation’s inability to service the debt from cash flow. Investors 
that help finance early stage entities are acutely aware of these limitations 
and the need to preserve cash flow for operating activities, with the result 
that nearly all early stage investors will seek rates of return that can only 
be provided through equity. There are, however, a limited number of debt 
financing options open to the development stage entity: loans from 
founders, family and friends, or “affiliates;” SBA-guaranteed loans; lease 
financing provided by equipment vendors; and “hard money” loans.
Advances from affiliates are often provided to meet working capital 
needs of the development stage corporation. These advances are sometimes 
non-interest bearing or pay interest using a PIK security, are frequently 
due on demand, and are accompanied by warrants or options that allow the 
affiliate to purchase common stock at a nominal exercise price. Perhaps the 
most common issue that arises in these situations is determining if the 
founders and other affiliates will merely purchase additional common 
stock or make funds available to the corporation in the form of a loan.
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Unless all founders are equal participants in providing the debt funding, or 
there is only one founder from whom the funds will be received, the use of 
promissory notes to document all or a portion of the financing can offer sev­
eral benefits:
• In the event the stock ownership of the founders was previously negoti­
ated and the purchase of additional stock would cause disagreements 
among the founders, the use of loans can facilitate the receipt of capital 
without having a direct or immediate impact on ownership percentages;
• Loans from affiliates at this stage of development may be secured by a 
first lien on substantially all of the corporation’s assets due to the 
absence of other debt;
• If the corporation has sold, or is selling, common stock to non-affiliates 
at a price per share that is higher than the price per share payable by 
affiliates if they purchased stock, a loan transaction facilitates funding 
without raising tax or disclosure issues related to the sale of stock at less 
than fair market value;
• If the founders would like to obtain an early return of a portion of their 
“investment” in the corporation, it may be possible for the founders to 
predicate the next round of financing from venture or private equity 
firms on the repayment of loans received from affiliates; and
• Should the corporation begin to generate cash flow such that bank debt 
can be obtained, the bank may be willing to fund the repayment of affil­
iate loans if the affiliate provides a personal guarantee to the bank.
As discussed in Chapter 1, “Identifying Financing Options Available 
to Growing Small Businesses,” the most common form of SBA debt financ­
ing is the SBA guaranteed loan. These loans are limited in amount and are 
often available only to start-ups or early stage businesses that are not eli­
gible for other types of debt financing. Where available to the small busi­
ness, SBA guaranteed loans are quite advantageous due to their low inter­
est rates that reflect the credit enhancement offered by the SBA. If SBA 
guarantees are not available, the small business must look to equity 
financing or, in the unlikely event other debt financing was obtainable, 
such debt financing would undoubtedly require affiliate guarantees and/or 
equity “kickers” such as warrants or options to purchase stock.
The restrictions on SBA direct loans discussed in Chapter 1, 
“Identifying Financing Options Available to Growing Small Businesses,” 
are such that these types of loans are unavailable to the vast majority of 
small businesses. Since the corporation must be turned down for an SBA 
guaranteed loan as a condition for being considered for an SBA direct loan, 
and the amount of the loan cannot exceed $150,000, only the smallest busi­
nesses and start-ups will meet the lending criteria for SBA direct loans. 
Again, while the terms of these loans are very advantageous to the small 
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business borrower, the extremely limited availability of SBA direct loans 
means that these loans cannot be counted on to meet the financing needs 
of most small businesses.
Lease financing is generally provided by captive finance subsidiaries 
of equipment vendors or specialty finance companies that provide such 
financing for equipment vendors. Although lease financing generally has a 
higher cost than bank financing, lease financing may be available for a 
broader range of equipment and for early stage companies that would not 
otherwise qualify for bank financing. For example, while banks may be 
reluctant to make loans for the purpose of acquiring special purpose equip­
ment such as medical diagnostic imaging devices, lease financing is often 
provided by medical equipment manufacturers so that emergency care 
clinics and others can obtain and install such equipment. The manufac­
turer has a vested interest in increasing its installed base of equipment for 
the purpose of soliciting sales of ancillary, add-on or new generations of its 
equipment and obtaining revenues from service contracts and sales of sup­
plies. For these reasons, the vendor is usually more willing to assume a 
financing risk in connection with the lease transaction. The vendor is also 
typically in a position that should repossession of the equipment become 
necessary, the vendor has contacts among its other customers that make 
the resale, or re-lease, of the equipment much more likely. In those 
instances where lease financing is provided by outside specialty finance 
companies, these companies often have arrangements with the equipment 
manufacturer under which the manufacturer will repurchase the equip­
ment for set prices during all or a portion of the term of the lease if repos­
session becomes necessary. Since lease financing is based primarily on the 
collateral value of the equipment, the small business may be less likely to 
need the founders to provide personal guarantees. Conversely, if personal 
guarantees are necessary, the founders may only be liable for any defi­
ciency that results from the sale or re-lease of the equipment. Banks do not 
generally have such arrangements and, for that reason, may be reluctant 
to provide loans for the purchase of equipment that is not readily salable. 
Banks are also more concerned with cash flow generated by assets and may 
not be as willing to assume significant utilization rates as vendors or spe­
cialty finance companies. When combined, these factors mean that lease 
financing arrangements may facilitate the acquisition of equipment that 
might otherwise be difficult to finance using a bank.
The final source of debt financing for the development stage small 
business is “hard money” lenders. These lenders are normally comprised of:
• Bridge capital lenders;
• Groups of angel investors;
• Unregulated specialty finance companies; and
• Small private equity investors.
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Hard money lenders engage in highly risky lending transactions. The 
hard money lender generally charges interest rates of 20% to 35% per 
annum, which is permissible in some states as long as the interest is 
charged in a business transaction, rather than a consumer transaction. 
Hard money lenders often have a first security interest in all assets of the 
business and will frequently obtain personal guarantees of the founders, 
liens on the founders’ residences or pledges of specific collateral outside of 
the business as additional security for the repayment of the loan. The cor­
poration is also required to pay the legal fees of the lender to document the 
transaction and is usually charged up-front facility fees that increase the 
cost of the financing above the stated interest rate. As might be expected 
from their name, hard money lenders offer the most expensive debt financ­
ing a business can secure and may expose the founders or management to 
a significant risk of loss of their personal assets. Hard money lenders 
should be considered the avenue of last resort for debt financing of the 
small business. Moreover, the founders and management should carefully 
consider the implications of the corporation’s inability to obtain financing 
from sales of equity or sources other than hard money lenders. It may be 
the perception of investors and more established credit providers that the 
business lacks some fundamental element, such as a market for its prod­
ucts or services, management experience, or the financial wherewithal to 
withstand changing market conditions. If so, the founders and manage­
ment may wish to consider the message this sends about the perceived 
chances of the corporation’s success prior to putting their personal assets 
at risk by collateralizing a hard money loan.
Table 2.2, “Business Considerations for Early Stage Debt Financing,” 
includes the relative advantages and disadvantages of the most common 
forms of early stage debt financing. As is the case with equity financing, 
the principal advantages and disadvantages revolve around the cost and 
speed of the financing, although collateral issues add another dimension 
that must be considered in the analysis.




Debt Financing Key Advantages
Founders, friends 
and family
Speed; simplicity of 
documentation; ability to 
fund when equity offering is 
on-going; repayment often 
earlier than when proceeds 
received from equity sales
Key Disadvantages
Limited funds; dilution 
from any equity kicker; 
possibility of ownership 
changes on conversion
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Common Sources of 
Early Stage
Debt Financing Key Advantages Key Disadvantages
SBA-guaranteed loans Low cost; no equity kickers; 
relatively low exposure on 
personal guarantees
Time to secure; conditions 




Generally fast; equipment 
is primary collateral; 
expenses low
Higher cost than bank debt; 
may be limited to certain 
types of equipment; may 
require supply or service 
contracts
Hard money lenders Funds availability when 
other sources are tapped 
out
Cost; exposure on guarantees 
and personal assets; higher 
expenses to close
Operating Stage Funding: Equity and
Debt Alternatives
In the operating stage, the corporation is often blessed with a much wider 
variety of financing options than previously available. This blessing, how­
ever, can be mixed. The simplicity of decision making that characterized 
early stage financing is suddenly made much more complex as a result of 
new factors that must be considered that are not readily quantifiable or 
easily ascertained. The factors that require evaluation may include:
• Positive and negative aspects of financing the business through widely 
distributed securities (i.e., a private placement to retail investors) or 
through securing one or two large, institutional investors;
• Positive and negative aspects of establishing a financing relationship 
with potential strategic partners;
• Comparison of the cost of capital under significantly different instru­
ments that do not permit across the board comparisons, such as the cost 
of warrants or preferred stock;
• Consideration of market conditions and their impact on an operating 
stage public offering; and
• Review of valuation, control and cost issues associated with equity 
financings versus the limited availability and personal exposure that 
may come with debt financing.
Financing choices in the operating stage cannot often be distilled down 
to the right choice; rather, the corporation is faced with making a determi­
nation of which financing option has more apparent benefit than others.
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The choice of one financing option over another may in retrospect appear 
less desirable due to changes in:
• Market or economic conditions;
• Management;
• Relationships with financial institutions, investors or strategic part­
ners; and
• Factors that affect the business that are outside of the corporation’s control.
Practice Tip. Given the uncertainty inherent in the choice of the 
“right” financing option, most small businesses are often best served 
by simultaneously proceeding down several alternative paths to the 
extent possible and maintaining a backup plan that can be activated 
if a particular type of financing becomes unavailable for any reason. 
The simultaneous exploration of several options is not difficult 
given the fact that the same business plan, with minor modifica­
tions, can be used to initiate discussions with both equity and debt 
financing sources.
Equity Financing Options
The operating stage business is generally able to secure equity financing from 
the investors identified in the development stage and four additional sources:
• “Retail” private placements;
• Institutional investors;
• Public offerings; and
• Strategic partners.
A “retail”private placement, as opposed to a placement of securities with 
one or a small number of institutional investors (discussed below), is best 
described as the sale of equity securities to individual investors. A retail pri­
vate placement may be conducted by the corporation, in which event the offi­
cers and directors sell the equity securities to friends, family and associates. 
This is referred to as a “self-underwritten” placement. The federal securities 
laws permit officers, directors and employees of the corporation to sell secu­
rities without being a registered broker-dealer so long as such persons are not 
paid commissions or other compensation that is based on the sales of securi­
ties. Most states have similar exemptions for sales made by officers and direc­
tors. Some retail private placements are hybrids that permit the corporation 
to sell securities through the officers and directors on a self-underwritten 
basis, but also provide for the payment of commissions to investment bank­
ing firms that solicit purchasers who invest in the placement.
A retail private placement, or private offering, may also be sold by an 
investment banking firm. If so, the investment banker will almost always 
solicit retail investors on a “best efforts” basis. In other words, the offering
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will not be made by the investment banking firm on a “firm commitment” 
basis, which is by far the predominant form of public offering that is under­
written by investment bankers. There are two types of best efforts offer­
ings, the “all-or-none”and the “mini-maxi.” If the placement is structured 
as a “best efforts, all-or-none” sale of securities and the amount of the offer­
ing is $2 million, the investment banker will use its best efforts to solicit 
purchases of equity totaling $2 million. If the offering period expires and 
there is less than $2 million in the escrow account, the money must be 
refunded to the intended purchasers according to the rules and regulations 
of NASD Regulation, Inc., the regulatory arm of the National Association 
of Securities Dealers that governs the activities of investment banking 
firms. If the balance of the escrow account has reached $2 million, a clos­
ing is held and the proceeds, less commissions and expense allowances 
payable to the investment banker, are delivered to the corporation.
Using the example above, if the investment banker and the company 
determine to structure the placement as a “mini-maxi,” the placement 
might be described as a $1 million mini, $2 million maxi. In this event, if 
the balance of the escrow account exceeds $1 million, an interim closing 
may be held and the offering will continue until the earlier of (i) expiration 
of the offering period, or (ii) the date on which the full $2 million is sub­
scribed for. The advantages of a mini-maxi are obvious:
• If the sales effort falls short, the corporation will still receive capital, 
albeit that the proceeds may be less than the desired amount;
• If the sales effort is successful, the corporation will still be in a position 
to receive the full $2 million; and
• The corporation and/or the investment banker may continue the selling 
effort after the initial closing, secure in the knowledge that the expenses 
of the offering such as legal, accounting, printing and “roadshow” costs 
have been covered.
A retail private placement may be structured using a relatively small 
amount such as $10,000 as the minimum investment or may be structured 
for minimum investments of $50,000 or $100,000 per investor. At the lower 
amount, the placement would in all likelihood be sold to both accredited 
and non-accredited investors. At the high end, the offering would be struc­
tured as one for sale only to accredited investors. The distinction between 
accredited and non-accredited investors is very important when the corpo­
ration, its investment banker (if any) and counsel are determining:
• What exemptions under federal and state securities laws will be relied 
upon for purposes of making sales of the securities;
• What form of selling document will be used; and
• Whether audited or unaudited financial statements must be used in the 
offering document.
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These issues are discussed in detail in Chapter 6, “Deal Breaker 
Issues,” and Chapter 7, “Documenting the Financing Through Closing,” 
but are mentioned here to highlight the impact of securities laws, rules, 
and regulations on the typical retail private placement.
Institutional investors rarely consider investments in development 
stage entities but will sometimes invest in an operating stage company. 
Broadly defined, institutional investors may be:
• “Second stage” venture investors;
• Private equity groups that fund expansion;
• Funds and investment advisors that specialize in small-cap companies; and
• Pooled investment funds managed by associated angel investors.
The institutional investor that is willing to purchase equity securities 
in an operating stage private company is relatively uncommon. While 
investors within the categories listed above will occasionally make equity 
investments, it is much more common for these investors to purchase debt 
securities that are convertible to equity or are accompanied by warrants. 
Much like the early stage venture investor, institutional investors are 
more likely to demand far too much of the corporation’s ownership, and to 
offer much too low a valuation, in conjunction with equity investments in 
operating stage entities. If equity is purchased, it will most likely be in the 
form of preferred stock with attributes similar to those of preferred stock 
issued to first round venture investors.
A public offering for the operating stage entity is an option that mer­
its consideration if market conditions are receptive to initial public offer­
ings. At this stage of the corporate life cycle, public offerings are usually 
small (from $5 million to $15 million) and are commonly referred to as 
“public venture capital.” This description is apropos, especially when one 
considers the failure rates of small businesses that go public at this stage. 
Nonetheless, if a company is engaged in operations in an industry that the 
market has identified as desirable, the valuation that the operating stage 
corporation will receive will be far in excess of the valuation offered by any 
other equity investor. This must be balanced, to some degree, against the 
fact that the corporation may expend a significant amount in pursuing a 
public offering with no assurance that the offering will be completed due to 
deteriorating market conditions or other reasons.
The public offering is almost always a “firm commitment” offering. A 
firm commitment offering is one in which the investment banking firm 
contractually commits to deliver the proceeds of the offering to the corpo­
ration three days following the commencement of trading (known in the 
securities industry as “T+3”), and therefore has the investment banker’s 
capital “at risk.” Firm commitment offerings are not aptly described, for 
the following reasons:
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• The corporation and the investment bankers operate under a letter of 
intent from the time the investment banker is retained until the offer­
ing is cleared, or ‘‘declared effective” by the SEC. The letter of intent can 
generally be terminated at any time by either the corporation or the 
investment bankers without liability (subject to limited exceptions that 
usually favor the investment banker);
• Once the contract, known as the underwriting agreement, is signed 
between the corporation and the investment banker at or following the 
time the SEC declares the offering effective, the investment banker can 
still refuse to close within the T+3 timeframe if there is a natural disas­
ter, war, significant decline in the market, death of a key member of 
management, or other event that causes the investment banker to con­
clude that the offering should be terminated or rescinded (this is known 
as the “market out” clause); and
• The smaller investment banker generally has limited capital and, there­
fore, smaller public offerings are usually closed through use of a subor­
dinated loan from the investment banker’s clearing firm that is repaid 
once payments for orders from individual investors are received.
As with smaller private placements, the small public offering is cus­
tomarily a “retail” public offering. This means that the investment bank­
ing firm specializes in serving individual investors, rather than institu­
tions. The “lead” investment banker in a retail public offering will often 
have a number of offices staffed by retail brokers and may recruit other 
investment banking firms to become part of the selling “syndicate.”
If the lead investment banker has very limited capital or a small clear­
ing firm, the lead investment banker may have to proceed with the offer­
ing on a “best efforts” basis. While best efforts offerings were once popular 
in the small-cap market segment, nearly all small investment bankers now 
underwrite their offerings on a firm commitment basis. This is due to, 
among other things, the support of clearing brokers in bridging the fund­
ing necessary to complete the public offering and the impact of federal, 
state, and exchange listing regulatory requirements on best efforts offer­
ings in particular.
Equity investments received from strategic partners are another 
financing alternative that is sometimes available for businesses in the 
operating stage. Strategic partners are often willing to purchase a minority 
ownership stake accompanied by licensed rights to technology, shared 
markets or a teaming approach to marketing, or guaranteed access to pro­
duction of key products. These financial partnerships are “strategic” in the 
sense that the investor is not merely a financial investor, but is usually 
engaged in a business related in some fashion to that of the small business. 
Strategic partnerships became quite prevalent in the late 1990’s among a 
variety of technology companies including:
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• Providers of routing and switching equipment and small high speed 
Internet access providers;
• Telecommunications infrastructure providers and small voice and data 
carriers;
• Larger search engines and e-businesses offering products or services 
targeted at specific markets; and
• Software companies seeking to secure access to particular products such 
as video or sound technologies or channels for new applications.
Strategic investments take various forms but usually involve the pur­
chase of equity in the small business for several reasons. First, the strate­
gic investor customarily obtains a technology license or new marketing or 
sales channel out of the relationship and, therefore, the purchase of an 
equity stake allows the strategic investor to capitalize on the increase in 
revenue or bottom line that the small business derives from the relation­
ship. This is particularly true if the strategic investor is a very large com­
pany whose association with the small business will validate the small 
business’s technology for other customers. The small business that recog­
nizes this reality is often willing to sell an equity stake to the strategic 
investor, thus:
• Increasing its equity capital base;
• Validating its technology; and
• Creating a marketing campaign that promotes the relationship to 
attract new strategic partners and to inform the market as to how the 
small business will use strategic relationships to grow its business.
Strategic partners often invest through purchase of a new series of pre­
ferred stock that may offer significantly more favorable conversion terms 
than simultaneous issuances to financial investors, thus reflecting the non- 
financial benefits derived by the small business from the strategic relation­
ship. In addition, because many small businesses in the operating stage still 
lack the cash flow necessary to make interest and principal payments on 
indebtedness outside of bank debt, the non-financial benefits received by 
the strategic investor such as access to new technologies or markets will 
often mean that a strategic investor will be more interested in the long-term 
return on the investment, rather than current rates of return. If the strate­
gic investor is uncertain of the degree to which it will be able to capitalize 
on the relationship, or if the technology offered by the small business is not 
acquired under an exclusive license, the strategic investor may attempt to 
tie the conversion rate to sales or other targets. If the sales that the strate­
gic investor derives from the technology fall short of expectations due to 
delays in implementation or customization issues, the conversion rate may 
“racket” down to a lower level, based on the failure to reach certain per-
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formance benchmarks within specified time periods. Like rachet clauses 
used by venture and private equity firms, a rachet clause is a potent means 
of tying the performance of the small business’s technology or market pene­
tration to the resulting ownership by the strategic investor. All performance 
benchmarks must be carefully evaluated from a conservative viewpoint 
when being considered by the small business.
Warning. Because strategic partners have non-financial as well 
as financial goals, or goals that may not be reflected solely in the 
calculation of financial returns on the investment over a specified 
timeframe, the small business will usually find that an invest­
ment proposal from a strategic investor will be more advanta­
geous to the corporation than a proposal for the same investment 
amount from a so-called financial investor. Therefore, the small 
business is well advised to evaluate potential strategic investors 
when seeking expansion capital, particularly if the corporation’s 
business or technology can be partnered with existing products or 
services in a way that will enhance a strategic partner’s financial 
performance or permit it to access additional markets at a lower 
incremental cost.
Table 2.3, “Business Considerations for Operating Stage Equity 
Financing,” illustrates the relative advantages and disadvantages of the 
most common forms of operating stage equity financing. As the table indi­
cates, the number of financing options at this stage in the corporate life 
cycle is considerably greater than the alternatives available to the early 
stage entity.
Table 2.3 Business Considerations for Operating 
Stage Equity Financing
Common Sources of 
Operating Stage 






“Angel” investors No high fees; may provide 
loan guarantees; eager to 
help management make 
business successful; usually 
simple documents
Perhaps limited follow-on 
money; expect big returns; 
difficult to identify
Venture capital firms Funding availability; 
prefer to invest large 
amounts
Expect big returns; expect fair 
amount of control; difficult 
to identify the right firm; 
extensive documentation
(continued)
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Common Sources of 
Operating Stage
Table 2.3 Business Considerations for Operating 
Stage Equity Financing (cont’d)
Equity Financing Key Advantages Key Disadvantages
Private equity groups Provide funding when 
other sources may not; 
availability
Expect big returns; 
control issues; difficult 
to identify; extensive 
documentation
Private placements Inexpensive; fast; exempt 
from federal registration
Limited funding; 
documentation required to 
show compliance with SEC 
requirements; may not be 
exempt from state 
registration; need for 
investment banker may 
increase cost
Strategic partners Less expensive; promotes 
working together to make 
business grow
Complex documentation; 
possible restriction on sale 
of technology to others; 
conflicts of interest may 
complicate investment
Institutional investors Funding availability; 







Accountable to new 
shareholders; must adhere 
to complex SEC regulations; 
relatively slow process; 
expensive
Debt Financing Options
As the small business reaches the operating stage, debt financing options 
become realistic alternatives to equity financings. In the case of banks and 
equipment vendors or leasing firms, debt financing can be very advanta­
geous to the small business because:
• These financing sources do not demand a piece of the “equity pie;”
• Interest costs and fees associated with these types of debt are usually 
reasonable; and
• The expenses (legal, filing fees and other) of securing revolvers or leases 
are usually low.
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At this stage of its development, the corporation is usually able to 
negotiate with local banks or local branches of larger banks for revolving 
credit and is not condemned to dealing with hard money lenders or friends 
and family to secure debt financing. Institutional investors and private 
equity groups will also provide mezzanine credit facilities to select small 
businesses in this stage, although these facilities will be coupled with war­
rants or conversion features that increase the rate of return for the 
investor, and the expense to the corporation, to a level well beyond that 
associated with traditional bank debt or lease financing.
Bank financing for operating stage companies is most often provided 
through revolvers that have most or all of the attributes described in 
Chapter 1, “Identifying Financing Options Available to Growing Small 
Businesses.” Revolvers are usually a small business’s senior credit facility 
and have a secured priority over all other creditors. The revolver is docu­
mented using promissory notes, credit and security agreements, or “line of 
credit” notes that are usually renewable on an annual basis if the small 
business is in compliance with financial and non-financial covenants. 
When associated with smaller financings, these documents may be as short 
as five to six pages and are therefore easy and quick to negotiate and close. 
As the size of the revolver increases, the complexity of the documentation 
will likewise increase as the bank:
• Imposes additional covenants or reporting obligations on the corporation;
• Establishes other conditions such as limitations in any changes of key 
management or maintenance of key man life insurance policies covering 
the founders; and
• Offers the corporation a choice of rate structures, such as interest calcu­
lated on the basis of the bank’s prime rate or on the basis of rates offered 
by major banks in the London Interbank Eurodollar Market (LIBOR).
Almost without exception, banks will seek personal guarantees from 
the founders and/or principal stockholders of the small business. While it is 
true that many founders lack sufficient assets to pay off the revolver should 
the corporation encounter difficulties, banks will require the guarantee 
often for no other reason than its in terroram value. In the case of larger 
revolvers, the founders may be required to execute support agreements in 
favor of the bank that obligate the founders to assist the lender in disposing 
of the collateral and to collect accounts receivable during a period that may 
extend for up to 12 months after the occurrence of an event of default.
Debt financing provided by institutional investors and private equity 
groups to operating stage companies may be denominated as debt but, as 
discussed earlier, will have built in conversion rights or attached warrants 
to increase the rate of return to an “equity equivalent” level. This type of 
debt financing is often described as mezzanine debt, referring to its being
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“layered” in between the senior credit facility and the equity of the corpora­
tion. Mezzanine debt is subordinated in right of payment to the senior bank 
debt. Many mezzanine debt facilities do not require personal guarantees 
from the founders as the risk/return assessment performed by the investor 
is based on the value of the equity “kicker” as opposed to a strict analysis of 
the creditworthiness of the borrower such as that performed by a bank.
Author’s Note. As used in this publication, the terms “mezzanine 
debt” or “mezzanine financing” are not limited to the accounting defi­
nition normally associated with this type of financing. Rather, mezza­
nine financing refers to debt instruments that combine features of debt 
and equity and may be in the form of debentures, promissory notes, 
convertible debentures, preferred stock, and similar instruments.
Because mezzanine debt financing is commonly an “equity equiva­
lent,” the terms of mezzanine debt are generally very similar to the terms 
of a preferred stock issue purchased by a venture or private equity 
investor. Accordingly, interest is payable in an amount comparable to pre­
ferred dividend rates and may be payable in the form of a PIK until a year 
or two has passed. The mezzanine purchaser will also negotiate for similar 




• Rights of first refusal or preemptive rights
• Registration rights
• Equity rachet clauses
• Tag-along and drag-along rights
• Financial covenants and other restrictions
• Board representation or observer rights
See Chapter 1, “Identifying Financing Options Available to Growing 
Small Businesses,” for a detailed discussion of these rights. If the mezza­
nine debt is convertible, the purchaser will be able to exercise these rights 
immediately after closing on an “as-converted” basis. If the equity compo­
nent of the transaction is delivered through issuance of warrants, the 
rights associated with the warrants will be vested through the terms of the 
warrant agreement or a separate rights agreement.
Mezzanine debt usually has a term of three years to as long as eight 
years, but requires prepayment if a sale of the business or other liquidity 
event occurs. If not prepaid, mezzanine debt may be vested with additional 
rights and/or ownership of the small business if the maturity date passes 
before retirement of the debt.
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Some commercial finance companies offer term loans to small busi­
nesses that may be secured by receivables, inventory, or perhaps other 
assets. These loans may take the place of bank revolvers if the corporation 
has been unable to secure bank financing, and will generally carry higher 
fees and a higher interest rate than bank financing. These loans may also 
be structured as lines of credit that operate like revolvers.
Small businesses that generate accounts receivable that can be pooled 
and sold as debt securities can sometimes avail themselves of securitization 
transactions to provide a significant source of funding. Securitizations gen­
erally are in the form described in Chapter 1 and typically involve a num­
ber of outside parties such as the underwriter, investor (purchaser of the 
trust certificates), a rating agency, and an issuer of insurance. The under­
writer is retained by the small business to identify investors, which gener­
ally are insurance companies, pension funds, and institutional investors 
that purchase asset-backed securities. The rating agency conducts a “top to 
bottom” review of the corporation’s means of generating, servicing, and col­
lecting the accounts receivable and, in conjunction with the other parties, 
will determine the parameters of the different tranches of securitized 
receivables as a percentage of the entire financing. The insurance company 
issues an insurance policy that serves as a credit enhancement for the secu­
ritization, thereby providing a level of assurance to the investor and reduc­
ing the implicit interest rate paid by the corporation to the investor.
Securitizations are used by many small businesses to fund their financing 
requirements. These businesses are usually those that generate consistent and 
predictable cash flows from accounts receivable associated with mortgages, cred­
it card transactions, equipment leases, and auto loans or leases. The small busi­
ness usually funds the loan or lease transaction from a so-called “warehouse” line 
of credit that, once fully committed, is then repaid from the proceeds of the secu­
ritization. At closing, the small business is paid the net proceeds of the securiti­
zation from the special purpose entity or trust. The special purpose entity or trust 
simultaneously receives title to the receivables and the small business is retained 
by the special purpose entity under a servicing agreement to collect the monthly 
payments, foreclose and repossess collateral, and recover any deficiencies. Even 
though the insurance policy is put into place to protect the investor from defaults, 
the terms of most securitizations require the small business to substitute per­
forming leases or loans for non-performing leases or loans in the securitized port­
folio. In this fashion, the small business is incentivized to carefully monitor cred­
it quality on an on-going basis and to maximize its rate of collection so that its 
newly generated receivables will be available to securitize in another transaction.
Securitizations generally carry a low cost of capital and, for those small busi­
nesses able to access the asset-backed securities markets, securitizations may be 
one of the most cost effective means of converting senior bank debt into low cost, 
longer term debt financing. This used to be particularly true when corporations 
were able to utilize “gain on sale” accounting that accelerated the gain from a secu­
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ritization to the current period rather than recognizing gain over the life of the 
securitized leases or loans. Statement of Financial Accounting Standards 
(SFAS) No. 125, ‘Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments of Liabilities,” clarified the use of gain on sale accounting and 
many small businesses discontinued the use of gain on sale accounting, even when 
surrendering control of the financial assets, after the issuance of SFAS No. 125.
In periods of declining credit quality and poor business conditions, 
securitizations can be difficult to complete and the obligation to substitute 
performing leases or loans may significantly impact a small business’s abil­
ity to generate cash flow for operations. Accordingly, corporations must 
carefully evaluate conditions in the asset-backed securities markets, gener­
al economic conditions, the state of the industry in which they operate, and 
other factors before seeking to undertake a securitization.
Table 2.4, “Business Considerations for Operating Stage Debt 
Financing,” includes the relative advantages and disadvantages of the 
most common forms of operating stage debt financing.
Table 2.4 Business Considerations for Operating 
Stage Debt Financing
Common Sources of 
Operating Stage 
Debt Financing Key Advantages Key Disadvantages
Banks Do not dilute founder’s 
interest; continuing 
availability of credit; fewer 
reporting responsibilities 
and requirements
Requires collateral or 
personal guarantees; loan 
agreements include 
restrictive covenants; 
interest payments; cash 
flow required to pay debt
Institutional investors Availability 
and private 
equity groups
Expensive; level of 
documentation; cash flow 
required to pay debt
Equipment vendors and Down payment usually smaller Cost over time usually
leasing firms than equity investment for 
purchase; simple and quick; 
not subject to extensive 
restrictions; can be modified
higher than purchasing; 





to take more risks than 
traditional banks
Higher interest rates 
than banks; cash flow 
required to service debt
Securitizations Low implicit rate of interest; 
frees up bank lines of credit; 
speed good once rated
Rating requirement; cost of 
substituting performing 
financial assets for non­
performing; documentation 
extensive; credit enhancements 
usually required
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Mature Stage Funding: Equity and Debt Alternatives
As the small business matures, it is not only able to access a broad spectrum of 
financing alternatives, it is often in the enviable position of being able to choose 
among alternatives based on the relative cost of capital. However, management 
may consider issues other than the cost of capital in making its decision to pro­
ceed with a certain type of financing. Examples of these issues may include:
• The desire for some liquidity by management and the founders may dic­
tate the choice of a public offering or a leveraged recapitalization (dis­
cussed in greater detail below);
• Positioning the corporation for sale may call for a strategic partnership 
or a public offering in order to increase the small business’s valuation 
prior to the projected sale date; or
• Securing an institutional investor or strategic partner to demonstrate 
credibility to a particular market or to validate new technology.
Equity Financing Options
The mature small business is normally able to secure equity financing from 
sources such as founders, friends and family, angel investors, and venture 
capital and private equity firms. However, the availability of less expen­
sive equity financing options will usually result in the small business 
securing financing from:
• Public offerings;
• Retail private placements;
• Institutional investors; and
• Strategic partners.
The discussion of these financing alternatives under “Operating Stage 
Funding—Equity Financing Options ” is generally applicable to the mature 
stage corporation and, for this reason, is not repeated here. However, a few 
differences are worthy of note:
• The mature corporation’s operations are typically at the point where a 
public offering is considerably more likely to be completed with a regional 
or larger investment banking firm. The result is that the small business 
may be able to solicit interest from several investment banking firms and 
obtain more competitive pricing and terms for a proposed public offering. 
The size of the public offering is more likely to be $20 million or more, 
leading to the possibility that management and the founders may be able 
to sell shares in the offering or otherwise obtain some liquidity.
• The retail private placement will still be conducted on a “best efforts” basis, but the 
corporation can often retain a larger investment banker to assist in a placement. 
The corporation may therefore be successful in raising larger amounts of capital 
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than is customary in a retail private placement. The investment banker will often 
seek a commitment from the corporation that the investment banking firm will 
have a right of first refusal to lead, or a preferential right to participate in, any 
future public offering. This commitment may enable the corporation to secure 
more favorable terms from the investment banker for assisting in the placement.
• Institutional investors are more likely to invest in a mature stage entity 
than an operating stage entity. Because the mature small business has 
attained some degree of critical mass, institutional investors will view the 
investment as less risky and will accord a higher valuation to the corpo­
ration, thus reducing the amount of dilution to existing stockholders.
Perhaps the one multifaceted truism about equity financing for the 
mature stage entity is that the corporation:
• Will have a higher valuation than the operating stage entity;
• Will often be in the position of choosing among several attractive offers 
that address immediate and mid-term capital needs; and
• May be able to use the financing to position itself to receive more favor­
able terms in the next round of financing as well.
Table 2.5, “Business Considerations for Mature Stage Equity 
Financing” illustrates the relative advantages and disadvantages of the 
most common forms of financing at this stage of a corporation’s growth.
Table 2.5 Business Considerations for Mature 
Stage Equity Financing
Common Sources of Mature 





Valuation; liquidity for Expensive; responsible 
management and founders to stockholders; cost of
compliance with complex 
SEC regulations; disclosure 
of competitive information 
and compensation; potential 
class action litigation risk
Quick; relatively inexpensive Limited funding;
documentation for 
compliance with SEC 
regulations
Funding availability; speed Expensive; reduction in 
control
Funding availability; work Time to negotiate; possible 
together to develop business conflicts between business
and investment objectives; 
reduction in control
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Debt Financing Options
As is the case with equity financing in the mature stage, debt financing is 
often available to the mature small business from a variety of sources at 
considerably less cost than that charged to an operating stage entity. While 
debt financing may carry a lower “all-in” cost when compared to equity 
financing once dilution and reporting costs are factored in, the facts that 
(1) interest expense reduces available cash flow, and (2) debt financing gen­
erally offers no liquidity for management and founders, may cause debt 
financing to be considered less attractive. This is particularly true given 
the fact that equity financings are most frequently closed through the 
issuance of non-dividend bearing common stock.
In this stage, banks may be willing to provide revolvers or term debt 
without personal guarantees and the rate charged will often be below the 
prime rate. There is little doubt that bank financing under these terms 
would be difficult to turn down in the absence of factors such as a desire for 
liquidity by management and founders.
One type of debt financing that may offer “the best of both worlds” is 
a leveraged recapitalization or, as it is commonly referred to, a leveraged 
recap. A number of institutional investors, principally investment funds 
and private equity groups, engage in these types of transactions. In gener­
al, a leveraged recap features the following:
• An “old line” manufacturing, distribution or service company controlled 
by one or a small number of stockholders;
• With highly stable and predictable cash flow;
• Whose stockholders want a measure of personal liquidity while retain­
ing daily operating control and a significant ownership stake; and
• Who may want access to additional capital and director-level expertise 
in conducting add-on mergers and acquisitions.
A leveraged recap typically involves the investor purchasing a portion 
of its equity stake from the founder or small group of stockholders and the 
simultaneous redemption or repurchase of stock by the corporation from 
the founder. The redemption or repurchase is funded through debt financ­
ing provided by the institutional investor or, in some instances, a financial 
institution. In these instances, the institutional investor may provide a 
corporate guarantee for the repayment of the debt. The net effect, of course, 
is to increase the ownership stake of the investor, and simultaneously 
decrease that of the founder or stockholders, in a transaction that is funded 
using a combination of debt and equity.
The profile of debt financings provided by institutional investors will 
typically resemble leveraged recaps or mezzanine financings described 
under operating stage debt financings. These debt financings are 
extremely rare unless accompanied by an equity kicker or equity pur­
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chase through a leveraged recap, as the institutional investor is sophisti­
cated and driven by rate of return targets rarely associated with straight 
debt instruments.
Equipment lease financing is often available from a larger group of 
lease finance companies when a small business reaches maturity. As such, 
the implicit lease rate will be lower than that charged to early stage and 
operating stage entities. In isolated instances, the small business may be 
in a position to establish a leasing facility with a bank, insurance company 
or equipment vendor that will finance equipment purchases on an on-going 
basis that meet set parameters up to an aggregate dollar limitation. At this 
level, some lease credit facilities may be competitive with, or only slightly 
more costly than, bank financing. While a lease credit facility may not be 
appropriate for most small businesses, those with significant capital equip­
ment needs may find such a facility a convenient way to finance such needs 
without committing a significant portion of their revolver to what in 
essence are longer term investments in equipment.
The relative advantages and disadvantages of the most common forms 
of mature stage debt financing are illustrated in Table 2.6, “Business 
Considerations for Mature Stage Debt Financing,” below.
Table 2.6 Business Considerations for Mature




Key Advantages Key Disadvantages
Banks Lower interest rates due to 
proven track record; quick; 
less documentation because 
relationship may have been 
previously established
Debt service cost
Institutional investors Availability; may add to 
credibility and increase 
valuation for next round
Debt service cost; equity 
kicker may still be 
required; board membership 
and more restrictive 
covenants than banks
Equipment vendors and 
leasing firms
Quick; simple documents Over time, more 
expensive to lease than buy
Liquidity Stage Funding: Equity and
Debt Alternatives
For purposes of this publication, the “liquidity stage” is defined as the point 
in time where the founders or management have determined that liquid­
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ity for the stockholders is the paramount goal that will outweigh other con­
siderations. Once the small business reaches the liquidity stage, the rela­
tive cost of capital becomes somewhat irrelevant as management focuses 
its efforts on creating a liquidity event. Nonetheless, how the liquidity 
event is funded may have a significant impact on the benefits derived by 
the stockholders as well as the costs incurred by the corporation.
Equity Financing Options
A “follow-on” or “secondary” public offering is the most common means of a 
small business generating meaningful liquidity for the stockholders and 
management in a single transaction. The corporation generally completed 
its IPO several years previously and the stockholders, founders and man­
agement may have been able to generate some liquidity in the years fol­
lowing through sales under Rule 144, “Persons Deemed Not to Be Engaged 
in a Distribution and Therefore Not Underwriters.” However, most officers 
and directors of public companies will only be able to generate limited or 
sporadic liquidity through Rule 144 sales due to the following conditions:
• Volume limitations apply to quarterly Rule 144 sales by officers, direc­
tors and 10% or more shareholders.
• Rule 144 sales are public and usually receive some negative attention 
from analysts and institutional investors.
• Investment bankers generally discourage significant and continuing 
Rule 144 sales due to the real or perceived impact on the market.
The successful small business that reaches the liquidity stage and that 
is enjoying increasing earnings should be able to complete a follow-on pub­
lic offering that includes a significant number of shares offered by selling 
shareholders. These selling shareholders may have contractual rights to 
sell which were received in purchase agreements (e.g., venture or private 
equity investors), in prior private placements, or are permitted to register 
their securities on the company’s registration statement by the board of 
directors. A follow-on public offering that includes selling shareholders 
offers a number of advantages for those seeking liquidity, among which are:
• The generation of substantial liquidity for a number of affiliates of the 
corporation in one transaction;
• The underwriters can sell a significant number of shares to existing and 
new institutional investors without having the kind of negative impact 
on the market that continuing Rule 144 sales might have;
• Institutional investors can increase their ownership stake in the corpo­
ration without “chasing” the stock, thus avoiding a significant run-up in 
the stock price as a buying program takes effect;
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• The selling shareholders, if dominated by officers and directors, may be 
able to have a majority of the expenses of registering the shares 
absorbed by the corporation; and
• The sale of shares by officers and directors, while reducing management’s stake, 
will usually not result in a change in management, meaning that the typical 
follow-on offering that is successful will generate liquidity without requiring 
management to cede control to a third party. (For this reason, follow-on 
offerings can be viewed as management having its cake and eating it too; 
compare this to a sale transaction, where management usually loses control 
and/or ends up working for a different management or ownership team.)
A follow-on public offering may be structured as a sale of shares by the 
corporation, by selling shareholders, or as a combination of the two. In iso­
lated instances, principally those in which the corporation is performing 
extremely well and has no need for capital, the corporation may seek out 
an investment banker and conduct a follow-on public offering in which only 
shares owned by the officers, directors and founders are sold. Again, it is 
the board of directors that determines who will sell how many shares unless 
a selling shareholder has contractual rights to have its shares registered.
In the liquidity stage, corporations will typically consider whether a 
sale of the business is desirable. A well run and profitable small business 
will often have choices among various suitors that are generally divisible 
into two groups: financial buyers and strategic buyers.
Financial buyers, as might be expected, are private equity groups and 
institutional investors that purchase companies for investment purposes. 
Strategic buyers are usually those buyers that have operations in the same 
industry as the small business, or in a related industry, and believe that 
combining the buyer’s operations with those of the small business will lead 
to increases in revenues, earnings, market share or other synergies. 
Because of this belief, strategic buyers are more often willing to pay a pre­
mium over the price that financial buyers are willing to pay.
Practice Tip. A financial buyer will in some instances pay a pur­
chase price similar to that payable by a strategic buyer. This gener­
ally is the case when the financial buyer has another company in its 
investment portfolio that would be considered a strategic buyer if it 
had purchased the small business directly. This type of financial 
buyer may be ideal due to the substantial financial resources con­
trolled by the financial buyer and the willingness to pay a price that 
reflects the strategic nature of its prior investment within the small 
business’s industry.
Strategic partners are logical candidates to purchase a small business, 
due to the fact that the partners have previously conducted their due dili- 
gence and are somewhat, if not intimately, familiar with the corporation’s 
business. The strategic partner should have previously executed a confi-
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dentiality agreement (which should of course be updated) and may be in a 
position to close a liquidity transaction quickly. This must often be bal­
anced against the fact that the management may be reluctant to inform the 
strategic partner of the desire to sell if management believes that the sale 
may disrupt or otherwise adversely affect the relationship.
Small businesses seeking to maximize stockholder value are sometimes 
forced to auction themselves in a limited or full auction conducted by an 
investment banking firm, particularly if the small business is public. Courts 
have found that an auction, if fairly conducted, will permit the directors to dis­
charge their fiduciary duty to maximize stockholder returns. The auction 
process can be time consuming, expensive and can result in premature disclo­
sure of the proposed sale of the small business. While steps can be taken to 
protect the small business from disclosure of sensitive or competitive infor­
mation until late in the auction process, the fact is that a full auction will 
often result in competitors seeking information under the guise of being a 
potential strategic buyer. For this reason, some small businesses will instruct 
their investment bankers to conduct a limited auction that excludes certain 
competitors or classes of potential buyers.
A discussion of liquidity resulting from a sale transaction would be 
incomplete without addressing the “stock vs. cash” issue. If the small business 
is being purchased by a private buyer, management will typically insist upon 
cash for the reasons that (i) the stockholders would otherwise end up as 
minority shareholders in a private company, and (ii) a stock transaction will 
offer no liquidity. A public company buyer, on the other hand, may be in a 
position to offer stock in a tax free exchange at a more favorable valuation than 
it would pay in cash. A significant number of factors may come to bear in con­
sidering a stock-based offer, including:
• The premium offered to the stockholders of the small business for tak­
ing stock, rather than cash;
• The trading history, volume, price range and other attributes of the 
buyer’s stock, including the liquidity demonstrated through the trading 
volume, number and identity of market makers in the stock, presence or 
absence of institutional investment, and breadth of research coverage;
• Whether other companies have been issued stock when acquired by the 
public company and, if so, when shares previously issued may become 
tradable in the market;
• The length of any lock-up that officers, directors and principal stock­
holders may be requested to execute or that may be applicable under 
relevant tax regulations;
• The state of the industry in which the public company operates, general 
economic conditions, the state of the stock market as a whole, and other 
“macro” economic factors that may affect the value of the consideration 
paid in stock.
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A small business approached by a public company buyer with an offer 
based on all stock or some percentage of stock must obtain advice from its 
professionals, particularly its tax advisors, when considering a transaction of 
this nature. These and other complexities, including how the various factors 
may interact, need to be understood by the management team and board of 
directors of the small business. Furthermore, the small business and its 
advisors may conclude that a stock-based offer is more attractive, but this 
conclusion may be based on subjective judgments of facts that later change. 
For this reason, some small businesses will forego a stock-based offer in favor 
of an all cash offer, even if the all cash offer places a lower value on the cor­
poration. In these circumstances, management of the small business typi­
cally makes a determination that the certainty of an all cash transaction out­
weighs the possible benefits of deferring tax from the sale and any premium 
the public company buyer is willing to pay through issuance of its stock.
Table 2.7, “Business Considerations for Liquidity Stage Equity 
Financing” sets forth some of the sources (and relative advantages and dis­
advantages) of the most common forms of liquidity stage equity financing.
Common Sources of 
Liquidity Stage
Table 2.7 Business Considerations for Liquidity 
Stage Equity Financing
Equity Financing Key Advantages Key Disadvantages
Public offerings Substantial liquidity 
possible in one trans-
Expensive; time consuming; 
subject to changes in
action; lack of direct 
impact on market; 
continued control
market or business 
conditions
Strategic partners Prior knowledge of 
business; may be willing 
to pay premium
Possible negative impact 
on business relationship; 
confidentiality
Financial buyers Capital availability Lengthy due diligence 
process; unwilling to pay as 
much as strategic buyer
Strategic buyers Strategic nature of 
investment results in 
higher prices; knowledge 
of industry or business 
may expedite due diligence
Disclosure of competitive 
information; negative 
impact on employees, 
customers or suppliers if 
sale process and possible 
buyer is disclosed
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Debt Financing Options
In the liquidity stage, debt financing is generally limited to loans provided 
by banks, other financial institutions or institutional investors, the pro­
ceeds of which are used by the small business to repurchase its stock. If the 
debt financing is being used to finance the exit of a founder or member of 
management, banks and other financial institutions may provide financing 
only if the remaining members of management provide personal guaran­
tees or other credit enhancements. This is particularly true if the bank 
believes the exiting founder will be difficult to replace or if the remaining 
management has limited experience in managing the business. 
Institutional investors may be more willing to provide debt financing to 
fund the founder’s exit if they are able to purchase equity in a leveraged 
recap or if the remaining management team is willing to provide the 
investor an equity kicker. Again, institutional investors in these transac­
tions will be seeking enhanced rates of return that make a straight debt 
financing unlikely at best.
Table 2.8, “Business Considerations for Liquidity Stage Debt 
Financing” sets forth some of the sources (and the relative advantages and 
disadvantages) of the most common forms of liquidity stage debt financing.
Common Sources of 
Liquidity Stage
Table 2.8 Business Considerations for Liquidity
Stage Debt Financing
Debt Financing Key Advantages Key Disadvantages
Banks Low cost; speed Need for credit 
enhancements and 
continuity in management
Institutional investors Availability of funds Equity participation nearly 
always required
Summary
Once the corporation has identified the financing alternatives available in 
its stage of development, the management team must narrow the search by 
considering specific issues, such as whether equity or debt sources will best 
serve the corporation, the amount of financing each source can provide, and 
the advantages and disadvantages associated with each source. Preferred 
stock is usually the instrument of choice for venture and private equity 
firms, as well as other institutional financing sources and strategic partners. 
The terms of early rounds of preferred stock financings will usually reflect 
the terms set forth in Appendix A. As the corporation grows, the alternative 
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forms of financing will become more reasonably priced and numerous. In 
general, there will continue to be tradeoffs between cost, the time required 
to secure financing, and dilution. As the corporation reaches the mature and 
liquidity stages, consideration must be given to financing alternatives that 
will address liquidity requirements of investors as well as those of manage­
ment. While there may be no one “right” choice for a financial partner, the 
well-prepared management team will identify the most likely alternatives 
and commence discussions with several sources so that the loss of one source 
will not adversely impact the corporation achieving its funding objectives.
*     *
Case Study Hypothetical—You Are the CFO
As the CFO of Dotcom Liquidations, Inc., you have been asked by the CEO 
to help her prepare a presentation to the Board of Directors concerning 
how Dotcom should consider financing its next 18 months of operations. 
Dotcom was formed in the first quarter of 2001 by a savvy ex-shareholder 
of MacroSoft named Bill Allen who believed that the “dotcom” expansion 
could not last. Mr. Allen thought that there might be considerable demand 
for the services of a corporate liquidator that could auction off and sell 
servers, routers, and storage devices if e-business didn’t live up to its billing. 
Sure enough, after the dotcom market imploded, Dotcom was inundated 
with business from venture capital and private equity firms, bankruptcy 
trustees, and angel investors that had taken control of failing e-businesses 
and wanted to realize some recovery from the remaining hard assets. 
Dotcom’s business exploded! The actual and projected financial state­
ments for Dotcom reflect revenues, EBITDA, cash flow from operations 
and net income before preferred stock dividends from inception through 















Revenues $450 $900 $1,500 $2,000
EBITDA — 50 300 450
Cash-flow 
operations
— — 100 225
Net income — — 20 50
before 
dividends
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2002 Fiscal Year
(in thousands)
Three Months Three Months Three Months Three Months 
Ended Ended Ended Ended
March 31, 2002 June 30, 2002 September 30, 2002 December 31, 2002*
Revenues $2,700 $3,200 $3,800 $4,500
EBITDA 700 700 1,000 1,200
Cash-flow 
operations
500 500 775 850




Mr. Allen and two of his co-founders own all of the outstanding pre­
ferred stock of Dotcom. The preferred stock has a 13% annual cumulative 
dividend but due to the extraordinary financial resources of Mr. Allen and 
his cohorts, Dotcom has never actually paid the dividend. Mr. Allen and his 
co-founders are willing to exchange the accrued dividends for common 
stock if that would be advantageous to Dotcom but otherwise expect to be 
paid from the proceeds of the next round of financing. The preferred stock 
may be redeemed by Dotcom in the next 12 months for a redemption pre­
mium of $2 million, a substantial amount above the purchase price of $7 
million. The preferred stock automatically converts to common stock on a 
public offering.
The common stockholders of Dotcom include Mr. Allen, a variety of 
venture capital and private equity firms and a few select institutional 
investors. Mr. Allen and his two friends own 60% of the outstanding com­
mon stock and will own 75% on conversion of the preferred stock. The pre­
ferred stock does not have any anti-dilution protection that applies unless 
Dotcom sells equity at a lower price than previously established. The 
demise of many e-businesses has left the venture capital and private 
equity firms desperately seeking liquidity wherever they can find it. Mr. 
Allen and his friends have no need for liquidity as Macrosoft stock has 
remained stable and easily salable into the market, albeit at a somewhat 
lower price than prevailing market prices in early 2001. Control is not a 
significant issue to Mr. Allen and he is sensitive to the needs of his 
investors, especially those that provided early rounds of funding to 
Macrosoft. However, he is a hard-headed businessman who does not make 
business decisions based on personal considerations. Mr. Allen is, 
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nonetheless, open to well reasoned arguments as to why a particular course 
is the best to take in a situation.
Neither Mr. Allen nor the existing stockholders have indicated a 
desire to invest further in Dotcom. The CEO informs you that she heard 
from Mr. Allen that he thinks the dotcom liquidation industry could top out 
in the next two years or so. He evidently believes that as the available sup­
ply of equipment begins to decline and prices stabilize as a result of man­
ufacturers finally realizing the effect of cost cuts, the liquidation business 
will have a harder time finding supplies of equipment to sell and will 
encounter more price competition from OEMs.
You and the CEO have attractive option positions and, while success­
ful professional managers, neither of you has yet been able to “cash in” on 
similar positions at other companies. The CEO and you have discussed how 
you’d both like to attain some degree of liquidity from the Dotcom options 
you hold, but neither one of you has an immediate need for liquidity. Each 
of you is convinced that the “window of opportunity” for Dotcom to grow 
may be open for three or four years, but you fear that Mr. Allen’s analysis 
might be right and that the window may close in two years.
The capital markets continue to be demanding and difficult, but you 
know that the involvement and high profile of Mr. Allen, his friends and 
the venture and private equity investors will likely result in Dotcom being 
attractive to a variety of investors and investment bankers. Mr. Allen has 
told the CEO that if a “carrot” needs to be offered to make the next round 
more attractive, Macrosoft will agree to purchase 15% of the common stock 
or preferred stock for funding and a license to market Dotcom’s Special 
Liquidation Software® to the telecommunications industry. This software 
was developed by Dotcom to assist in the valuation of routers and servers 
and Mr. Allen believes that it can be easily modified and marketed to 
telecommunications liquidators over the Internet.
The board of directors of Dotcom is comprised of Mr. Allen, his two 
friends, and two members affiliated with the other investors.
Situational Analysis
1. How is Dotcom’s place in the corporate life cycle classified?
Practitioner Response: Dotcom is best classified as being in the operating 
stage. This is based on Dotcom’s financing received to date, growth in revenues, 
and expansion of its product line to add the marketing of Special Liquidation 
Software. Mr. Allen’s perception that the market might “top out” in the next 
two years could be an indication that the corporate life cycle for this business 
may be significantly shorter than for other companies, further reinforcing the 
thought that Dotcom is clearly beyond the early, or development, stage.
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2. Should Dotcom focus on a debt or equity financing? What factors weigh 
in favor of one or the other?
Practitioner Response: The case study shows a business that is now generat­
ing positive cash flow and, due to its nature, has inventory that should have some 
value as collateral for a borrowing. These facts clearly argue in favor of a debt 
financing, but must be considered against the forced conversion of the preferred 
stock on conclusion of an IPO, the conversion of accrued dividends into stock, the 
“shortened” corporate life cycle that Dotcom may face, and management’s desire 
for some liquidity. The redemption premium makes a redemption considerably 
less attractive than a conversion, another factor arguing in favor of an IPO. Since 
Mr. Allen is not too concerned about control, but is sensitive to his investors’ needs, 
an IPO is a good choice under current circumstances. With sales increasing from 
$4.8 million to over $14 million in the last fiscal year, Dotcom has demonstrated 
the financial performance that may merit an IPO. However, Dotcom may be bet­
ter off seeking an interim arrangement under which it secures senior debt to 
address its short term needs, and look to initiate an IPO in another year or so. 
Assuming it takes six months to secure an investment banker and complete an 
offering, Dotcom might be wise to begin the planning for an IPO now, while using 
senior debt to fund operations in the next year or so. Senior debt is the lowest cost 
alternative, and it would seem that Dotcom has both the available cash flow and 
collateral to secure and service this type of debt.
3. Assume that the board of directors debated your presentation in a closed 
session and then asked you to recommend a single type of equity financ­
ing. What would you recommend? Why?
Practitioner Response: If forced to recommend a single type of financing, it 
would be difficult to recommend anything other than an IPO since it 
addresses more of the needs of management and investors, eliminates the 
need for capital to redeem the preferred and to pay the redemption premium, 
provides needed working capital, furnishes liquidity for management, and 
Dotcom’s numbers seem sufficient to interest an investment banking firm. As 
discussed in the solution to question 2 above, however, there is not always one 
right answer, even if the question is put to you as the CFO in that manner.
4. If Dotcom’s CEO stated that she thought that the Special Liquidation 
Software® could be marketed directly by Dotcom to telecommunications 
liquidators, would you suggest Dotcom license Macrosoft or not? If Mr. 
Allen could be persuaded to have Macrosoft invest capital in the absence 
of the license, would your analysis change?
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Practitioner Response: A direct marketing initiative would have to be eval­
uated in the context of its cost, possibility of success, and other issues such as 
whether the license granted to Macrosoft would be exclusive or non-exclusive. 
Based on Macrosoft’s size and market power, one could easily imagine that Macrosoft 
would not license the Special Liquidation Software without an exclusivity clause. 
However, due to Mr. Allen’s position with Dotcom, it is possible that Dotcom could 
obtain a right to co-market that would prohibit the licensing of others while still 
permitting Dotcom to market the software, an arrangement akin to a strategic 
partnership. One other major fact presented by the hypothetical is that Dotcom 
has been in the hardware business, and its election to begin distributing its soft­
ware would take it into uncharted waters. While the margins might appear attrac­
tive, many hardware companies have found out the hard way in the past that the 
marketing of software is a different business altogether. Issues such as whether 
Dotcom would have to hire a direct sales force, retain representatives, or could 
work through its existing sales force effectively, would be important to consider. If 
the cost and time required to conduct or initiate software sales prolong consider­
ably the payback for Dotcom’s investment, the Macrosoft license begins to look 
much more attractive. If Mr. Allen would invest additional capital without a 
license, it might be possible for Dotcom to fund the development or retention of a 
sales or representative group, upgrades, maintenance, marketing and the other 
activities necessary to capitalize on the software opportunity. The capital avail­
ability certainly appears to call for a decision to proceed with Dotcom’s own mar­
keting plans. Even though your analysis may remain unchanged, calculating the 
return on investment is still critical in determining whether the cost is justified in 
proceeding without Macrosoft or even perhaps deciding to license others.
5. Could Macrosoft purchase 15% of the offered shares of Dotcom in a pub­
lic offering? (Hint: remember that the SEC is dedicated to the disclosure 
of material facts, not considering an offering’s merits or the lack thereof.) 
What downside for Dotcom is there in such a purchase, if permissible?
Practitioner Response: It is not altogether uncommon for stockholders or 
their affiliates to purchase additional shares at the time of the IPO. When a 
significant stockholder, such as Mr. Allen, or his affiliates, such as Macrosoft, 
engage in a sizeable purchase at the time of the IPO, this is one way of demon­
strating to the market that management and its affiliates have confidence in 
the corporation’s future. This type of purchase is usually welcomed by invest­
ment bankers as a great selling tool and, in addition, as a way of assuring that 
this percentage of shares will not be “hitting the market” for a long time to 
come. Prominent disclosure of such a purchase is required in an IPO prospec­
tus. The downside of such a purchase includes the reduction in available float 
in the public market, thereby perhaps making the stock price more volatile 
than it otherwise may be, and concentrating more control in Mr. Allen’s hands. 
This may not be a perception that Dotcom wants to publicly discourage, but 
management might consider how such a purchase by Macrosoft could be 
viewed as an “anti-dilution” measure that will simply perpetuate Mr. Allen’s 
control. On the other hand, if the corporation is resigned to the fact that Mr. 
Allen will continue to exercise controlling influence over Dotcom in the future, 





Now that the reader is familiar with the corporate life cycle and both 
equity and debt financing options, as well as the types of investors that can 
be expected to finance the small business, the process of identifying specific 
investors must begin. A practical approach is advocated, one that will use 
Internet-based resources to focus on specific Web sites that provide access 
to investors offering different types of financing, and guidance for Web­
based searches that can generate investor profiles. Each discussion in this 
Chapter is accompanied by information intended to assist the reader in 
understanding the priorities and goals of different types of investors.*
* Caution. Commentary in this chapter is for discussion purposes only. Neither the AICPA nor 
the author endorse or recommend any of the Web sites, search engines, or investors referenced 
in these materials. The identified Web sites, search engines and investors are provided merely 
as examples of how the industry participant, practitioner, or small business management 
team can use the Internet to research investors interested in funding small business oppor­
tunities. AICPA and the author expressly disclaim any liability or obligation arising out of use 
of these examples by readers. Such persons are cautioned that neither AICPA nor the author 
have investigated or conducted due diligence concerning such Web sites, search engines and 
investors. Prior to engaging or entering into any transaction with any of the foregoing, the 
industry participant, practitioner or small business management team must conduct their 
own due diligence and make their own determination of whether or not to engage, or conduct 
business with, any of the foregoing. AICPA and the author expressly advise industry partici­
pants, practitioners and small business management teams to conduct their own research 
through the Internet, through their own personal contacts, and through public records in mak­
ing a determination whether to do business through, or with, any of the Web sites, search 
engines, or investors referenced in these materials.
57
58 The CPA’s Guide to Small Business Financing
Identifying Early and Operating Stage Investors
Since founders, friends, and family are company specific, these early stage 
investors are not covered in this discussion. Nonetheless, due to the fact 
that friends and family often have prior relationships with the founders 
and may therefore reach a “comfort level” far faster than an outside 
investor, the founders would be remiss if they failed to pursue opportuni­
ties to secure financing from family and friends.
The next category of early stage investors are “angel” investors who 
are typically high net worth individuals who may have some familiarity 
with the industry in which the small business operates. Angel investors 
can be identified by a variety of means, including through:
• The Angel Capital Electronic Network, at , like 
other Internet portals, was established to allow small businesses and 
angel investors to exchange information and facilitate early stage 
investments between $250,000 and $5 million. The corporation fills out 
an application and pays a $450 subscription fee, at which time its infor­
mation is placed in the database. Angel investors can scan the database 
and contact companies in which they are interested. The network was 
organized in 1997 and indicates that it has facilitated over $700 million 
in financing with a transaction average of $1.2 million. The network and 
its Web site were established by the University of New Hampshire.
http://ace-net.sr.unh.edu
• , at , is an 
Internet resource that offers services similar to those of the Angel 
Capital Electronic Network.
BusinessPartners.com http://www.businesspartners.com
• Seed Capital Network, at , is another 
Internet resource similar to Angel Capital Electronic Network.
http://www.seedcapitalnetwork.com
• , at , is a Internet resource that pro­
vides small business investment opportunities that match an investor’s 
identified interests.
Garage.com http://www.garage.com
• University Angels, at , is an online angel 
investor network that is devoted to alumni of the world’s top universi­
ties and contains hyperlinks to approximately 75 angel networks that 
are affiliated with specific universities.
http://UniversityAngels.com
• Many certified public accountants, attorneys, investment bankers, and 
commercial bankers have established relationships with angel investors 
who may be current or former clients. Also, angel investors who have 
served on boards of directors and advisory boards can often be identified 
through public filings, fellow entrepreneurs, and professionals.
• Angels or their advisors sometimes attend industry conventions and 
conferences to update themselves on the latest industry developments. 
Many investment banking firms send representatives to industry con­
ventions for similar reasons.
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• Angels can sometimes be accessed through business incubators and 
business networking groups that provide support to early stage entities.
With respect to venture capital and private equity groups, the following are 
among the various ways that management teams can identify these investors:
• The Venture Capital Database, at , has 
a complete and alphabetized listing of active venture capital firms 
throughout the U.S. organized by office locations, principals, investment 
preference, minimum investment, transaction size, and fund size.
http://www.findingmoney.com/vc
• , located at , has included within 
its Web site a complete (free) listing of the venture firms located in the 
U.S. This listing does not have location, contact information, and the 
other information provided by the Venture Capital Database, but spe­
cific contact information can be accessed using the search engine on the 
site for a small fee per listing.
Vfinance.com http://www.vfinance.com
• VcPro Database, located at , has a download­
able directory of 3,000 venture firms and funds worldwide, including 
contact information and investment criteria. This database includes list­
ings for 1,700 U.S. firms or funds, 700 European firms or funds, and 460 
Asian firms or funds, among others.
http://www.vcaonline.com
• Directory of Venture Capital, which can be purchased from  
and is authored by Kate Lister and Tom Harnish, is a soft cover book 
that includes contact information and investment criteria for over 600 
U.S. venture firms and funds.
Amazon.com
• Private Equity, at , contains a list of 1,345 pri­
vate equity firms, with hyperlinks to each private equity firm’s own 
Web site that generally has all necessary contact information and 
investment criteria. Some of the listed firms are also listed in the ven­
ture capital directories, due to overlap as well as the fact that a number 
of venture firms also provide private equity for leveraged recapitaliza­
tions, buyouts, and mezzanine financing.
http://privateequity.com
• When searching “private equity” on the Internet, most search engines 
will reference a number of Web sites maintained by “major bracket” 
investment banking firms such as Credit Suisse First Boston, Merrill 
Lynch, J.P. Morgan Chase & Co., Bear Stearns and First Union. These 
investment banking firms often maintain affiliated private equity funds 
and have direct access to the principals of a number of large, independ­
ent private equity groups.
• A number of private equity firms such as GE Equity Capital Group and 
Hunt Private Equity (affiliated with the Hunt family of Texas) are acces­
sible through search engines using “private equity group” or “private 
equity groups” as the key search terms. These firms provide hyperlinks to 
their Web sites that list their contact information and investment criteria.
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• Several private equity groups are well known due to their published 
investments in private firms that later are sold or become public. 
Examples of these firms include, among others, The Shansby Group, 
Trivest, Inc., Patricof & Co. Ventures, Inc., Golder Thoma Cressey Rauner 
(GTCR), Bain Capital, Weiss, Peck & Greer, EOS Partners, L.P., and 
Hicks, Muse, Tate & Furst.
An Internet search will find a number of sites with listings for either (a) 
actively investing U.S. venture firms, or (b) private equity firms. Sites in this 
area organize themselves around common terms. For example, a search using 
the terms private equity firms reveals a Web site called PrivateEquity.com 
that lists private equity firms. While these lists may not be exhaustive, they 
provide an excellent starting base from which a small business management 
team can begin to build its list of prospective investors.
Because retail private placements and early stage public offerings are 
most often marketed through retail and regional investment banking 
firms, these categories of operating stage investors are addressed together 
below. Rather than focusing on the individual purchaser of the securities, 
the identification of investors in retail private placements and early stage 
public offerings is a direct function of the investment banker that is selected. 
Hence, the following are some of the means by which the management 
team can identify investment banking firms specializing in marketing 
these types of securities:
• IPO Underwriter Search, at , contains a listing of 
investment banking firms across the U.S. that have underwritten or 
participated in the underwriting of initial public offerings. This list does 
not appear to have been updated recently but the list does provide phone 
numbers and office locations for each firm, so cross checking is facilitated.
http://www.ipo.com
• Investment Banks, at , provides a more updated, 
albeit more limited, list of investment banking firms that have under­
written initial public offerings.
http://www.vfinance.com
• Recent IPO filings, including the name of the managing underwriter and 
the co-underwriters, can be accessed through a variety of Web sites, 
including Nasdaq’s Web site at  and the SEC’s 
Web site at .
http://www.nasdaq.com
http://www.sec.gov
• When searching “private placement” on the Internet, most search 
engines will refer to the Web sites of private equity groups and angel 
investors, rather than investment banking firms that assist in raising 
financing through retail private placements. Rather than searching 
through this mechanism, the management team should refer to the lists 
of investment banking firms identified through the means discussed 
above and refer to each firm’s own Web site to ascertain if the firm is 
active in funding retail private placements.
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Practice Tip. When seeking to identify investment bankers for an 
IPO, special attention should be paid to any recent filings for IPOs 
by companies that have operations in the industry in which the 
small business is active. The filing usually means that the lead 
investment banking firm has one or more analysts in-house (or 
knows of independent analysts) that will be providing research cov­
erage. If the investment banking firm already covers one or several 
companies in an industry, or relies on an outside analyst that pro­
vides such coverage, it is more likely to be interested in providing 
financing for another corporation in that industry. This may also 
hold true for a retail private placement, particularly if the invest­
ment banking firm believes that it may be positioned to secure the 
lead underwriting position in the subsequent IPO if it assists the 
small business in financing its current needs in a private placement. 
The management team should carefully consider this possibility, as 
it may be an inducement to the investment banker but could also act 
to the disadvantage of the corporation if other investment bankers 
later express interest in leading the IPO and the corporation is pre­
cluded from negotiating with them.
Practice Tip. Another way to identify an investment banking firm 
that may be a good lead underwriter is to access the stock symbols of 
the small business’s public competitors through the Nasdaq or NYSE 
Web sites. Once the stock symbol is accessed, the reader can “click 
through” to the list of firms that provide research coverage on the com­
petitor’s stock. These firms are excellent prospects for IPO and other 
forms of funding for the small business as it is clear they have analysts 
that already cover the industry. Appendix B, “Level 3 
Communications, Inc. Screen Shots,” shows the successive screen shots 
that illustrate how to find the investment banking firms that provide 
research coverage for a sample company, Level 3 Communications.
Caution: Keep in mind the distinction between a retail (small, prob­
ably $2 million or less) private placement and an institutional (large, 
probably $5 to $10 million minimum) private placement when review­
ing investment bankers’ Web sites. Many investment banking firms 
will present their services as including “private placements,” without 
clearly describing the type to which they are referring. One is safe to 
assume that the larger the investment banking firm, the more likely 
any reference to private placements means institutional placements.
In general, it is more difficult to discuss the ways in which the corpo­
ration may identify strategic partners or institutional investors due to the 
“company specific” nature of these investments. However, a few points are 
worthy of note:
• Strategic partners may be participants in the corporation’s supply chain 
or customers that place the small business’s technology or product with­
in their own products. If the strategic partner is driven by the need for 
access to technology, the small business may be in a position to approach 
a prospective partner and obtain capital for assuring such access.
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• The investment banking firms identified through the means described 
above often have ongoing relationships with, and represent or consult to, 
large companies that are investment banking clients of the firm. 
Investment banking firms also maintain strong customer relationships 
with institutional investors to which they may refer funding opportuni­
ties. The existence of these relationships underlies the strongest argu­
ment in favor of a small business retaining an investment banker, even 
at an increased cost of funding. The argument: a small business will have 
direct access to the decision makers at a large company or institutional 
investor without having to “climb the ladder” within the organization to 
eventually reach the decision maker, if it is even successful in doing so.
While this access comes at a price, the management team must factor 
in these relationships when considering whether to retain an investment 
banking firm to approach a strategic partner or institutional investor, and 
the increased likelihood of success that may come through use of an invest­
ment banker.
Objectives of Early Stage and
Operating Stage Investors
Early stage investors invest in a small business with the expectation of 
generating high annualized rates of return. While this expectation may be 
common to nearly all early stage investors as well as many operating stage 
investors, there may be a variety of other objectives that characterize an 
early or operating stage investment, depending on the investor. Angel 
investors, for example, typically aim to invest in:
• Small businesses that they understand well or in which they have prior 
management or investment experience;
• Corporations that need informal advisors or members of the board of 
directors that know the types of issues the corporation will face; and
• Opportunities that will provide investment returns of 20% annually or 
more, depending on the nature and amount of prior investment (e.g., if 
an institutional investor has already invested, the angel may be willing 
to accept a somewhat lesser rate of return).
Angel investors may be persuaded to invest based in part on their intu­
ition and the commitment that the founders have made to the corporation. 
If angels believe that the business plan is compelling, that management is 
committed through investment of personal assets, time, and energy, and 
that the technology or product has both market and sales potential worthy 
of pursuit, the angel investor may be more inclined to invest. This should 
be contrasted with the case of the institutional investor that invests in later 
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stage businesses, where the presence or absence of professional manage­
ment may be the determining factor in whether an investment is made.
Venture capital and private equity firms will generally invest in small 
businesses that facilitate these investors meeting the following objectives:
• The corporation must conduct operations in an area of concentration for 
the venture or private equity firm or, if not, the investor typically must 
have a co-investor who has the personnel to evaluate the opportunity 
and recommend it;
• The investment must meet the minimum dollar amount required by the 
investor without the investor controlling 75% or more of the corporation;
• The venture or private equity investor will seek long-term capital gains 
within a five to eight year window that result in annualized rates of 
return of 35% to 45% or more;
• The prospects of the corporation and its projections must support a val­
uation that will allow the venture or private equity investor to achieve 
liquidity within the five to eight year window and to meet or exceed the 
targeted rate of return; and
• Mechanisms must be in place to assure some degree of participation in 
the management of the business and an increasing degree of control if 
the corporation fails to meet its performance benchmarks.
While the purchasers of a retail private placement may expect annu­
alized rates of return more often associated with angel investments, retail 
private placements will generally be priced at levels closer to the pricing of 
a “venture public financing” or early stage public offering. In addition, 
since the placement or public offering is marketed through the investment 
banking firm(s) to its customers, it is the investment banker who typically 
establishes the objectives on behalf of the investors. These may include:
• A valuation in the placement or offering that permits the shares of the 
corporation to trade at a 100% to 200% premium to the placement price 
at the time of the IPO or at a 100% premium to the public offering price 
one year after the IPO;
• A corporation doing business within an industry covered by the invest­
ment banker’s analysts;
• Providing the private placement investors an early window to register 
and sell all or a portion of their shares into the public market, or at least 
at the same time as any insider selling that is permitted once the “lock­
up” of the insiders has expired;
• A corporation that evidences prospects for growth that will support the 
valuation in the placement or offering; and
• A management team that understands the fundamentals of the 
business and has been successful in implementing the corpora­
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tion’s growth plan. The team will usually exhibit some depth of 
experience or access to board members or advisors with consider­
able experience.
Practice Tip. Some investment banking firms, like venture 
investors, have taken the approach that management is the single 
most important ingredient in the success or failure of a business. 
An early stage management team without significant prior experi­
ence may be successful in convincing angel and “retail” investors 
to fund the corporation (e.g., based on the technology or products 
marketed by the corporation). However, a good general rule is that 
the larger the entity grows, the greater the likelihood that an 
investment banking firm will insist on addition of professional 
managers to key posts as a condition to funding. While some small 
businesses may be in a position to resist such efforts, others with­
out the negotiating leverage to withstand such demands may find 
themselves in the position of having to add management when 
resources are limited at best. Planning ahead for management 
additions and disclosing these plans to investment banking firms 
may be the best way to address some of the concerns that might 
otherwise arise.
Private equity groups sometimes provide funding for a leveraged 
recap, management buyout or for a later stage business. In these scenarios, 
the private equity group’s objectives are different from those previously 
described, to wit:
• Market dislocations, consolidations and changes create structural 
opportunities in the corporation’s industry;
• The corporation has a strong management team;
• The business has a highly developed infrastructure and strong fundamentals;
• Additional revenue generating opportunities exist through strategic 
acquisitions, expansion into complementary product or service lines, or 
development or licensing of technologies; and
• The investor can realize annualized rates of return of 25% or more over 
a three to seven year window from the date of funding.
Identifying Mature and Liquidity Stage Investors
As noted in Chapter 2, “The Advantages, Disadvantages, and Timing 
Issues Associated with Alternative Financings,” investors in mature and 
liquidity stage corporations are most often:
• Institutional investors;
• Strategic partners;
• Private placement investors;
• Public offering investors;
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• Financial buyers; and
• Strategic buyers.
The immediately preceding section addresses how the corporation may 
go about identifying venture and private equity groups, strategic partners, 
and investment bankers that market private placements and public offer­
ings. If one equates a strategic buyer to a strategic partner, it is clear that 
strategic buyers are identifiable through an analysis of suppliers, cus­
tomers, and other third parties that may utilize the corporation’s technolo­
gies or products. Financial buyers are often private equity groups and buy­
out firms that specialize in going private transactions or in assembling port­
folios of companies that can later be sold or taken public. Most investment 
banking firms have relationships with buy-out firms that may offer some 
advantage to the management team looking to effect a sale transaction with 
a financial buyer. Furthermore, many of the private equity groups identified 
through the means described above have a portion of their portfolio 
allocated to buy-out transactions that meet specific criteria. When search­
ing “buyout group” and similar terms, the reader will find that most of the 
listings that appear are those of private equity groups. Again, many of the 
best known private equity groups such as The Shansby Group, Trivest, 
Patricof, Golder Thoma Cressey Rauner, Bain Capital, Weiss, Peck & Greer, 
and Hicks, Muse, Tate & Furst are among the most active buy-out firms.
Objectives of Mature Stage and Liquidity 
Stage Investors
The obvious objective of investors in mature and liquidity stage businesses 
is to purchase their securities in the corporation at a valuation that will 
allow them to realize profits from an increasing enterprise value. In the 
case of strategic and financial buyers, their objective is to set the purchase 
price low enough so as to realize this objective sooner, rather than later. 
The issue, then, is how the investor calculates the valuation that it is will­
ing to use when investing in the enterprise. Valuation is also the key to 
how an investment banking firm prices a public offering and the percent­
age of the shares it will sell to the public. Knowing in advance that the 
investor will be arguing for a lower valuation, it is important for manage­
ment to understand the basic valuation model used by investment bankers 
and private equity firms so that management can more effectively argue its 
case and prepare counter-arguments in advance.
Public Company Valuation
When an investment banker values a public company, it generally assembles 
several commonly accepted metrics and prepares a list that presents the 
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metrics of the small business and of comparable public companies. For 
example, an investment banker may calculate enterprise value as a multiple 
of earnings, EBITDA, revenue or operating cash flow, depending on the 
nature of the corporation’s business. These calculations are compared 
against similar statistics assembled for public companies that are consid­
ered “comps” to the private company. The determination of “comps” is as 
important as the selection of the metrics that are used. For example, if the 
small business is engaged in oil and gas exploration and production (e&p), 
the investment banker might calculate metrics such as proved reserves, 
probable reserves, earnings, and EBITDA and compare these metrics to 
those for other e&p public companies to arrive at a range of values.
An analysis of “comps” will usually result in the investment banking firm 
eliminating valuations of other public companies that are unreasonably high 
or unreasonably low, based on factors such as the company’s size, particular 
market niche, or other factors that vary from that of the small business. If the 
small business has total annual revenues of $75 million, public companies 
with annual revenue of over $500 million will typically not be considered to be 
a fair “comp.” Likewise, companies with revenue of less than $30 million may 
not be considered to be a fair “comp.” While each company has to be valued on 
its own merits, the investment banker will generally strive to assemble a list 
of comps that most closely resembles the small business in the metrics chosen 
and in measures such as revenue, operating income, and net income. If the 
average comp trades at a multiple of 10X EBITDA, the investment banker will 
usually indicate that the small business must price its securities in a public 
offering at something less than this multiple in order to “leave something on 
the table for the public.” This not coincidentally results in a higher likelihood 
that the stock will trade up in the market after completion of the offering, thus 
giving the investment banker’s clients some appreciation on their investment 
in a relatively short time frame.
On occasion, a small business is engaged in a business that is of such 
a unique nature that few, if any comps, are available. In these cases, the 
investment banker is often forced to base the valuation analysis on what­
ever comps may be available, and applying some adjustments to the avail­
able comps. Alternatively, the investment banker may look for companies 
in related industries that, while not direct comps, may give the best 
approximation of value for the small business. For instance, if a small 
business is engaged in production of an Internet “appliance” that provides 
wireless access to the Internet and the technology is so new that it has no 
direct competition, the investment banker might examine metrics from 
manufacturers of cell phones, organizers and kiosks when attempting to 
value the small business. As one might expect, valuation is more of an art 
than a science and, to some degree, may vary based on factors such as 
whether the IPO window is open or if the corporation is engaged in a par­
ticular business that is then enjoying high valuations in the market.
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Private Company Valuation
Private company values are somewhat easier to calculate as most pur­
chasers of private companies will price acquisitions at a multiple of 
EBITDA. For private companies in low tech or old line manufacturing 
activities, the typical multiple ranges from a low of 3 to 3.5X EBITDA to a 
high of 5X EBITDA, while a high technology private business might 
change hands at multiples of 5.5X or 6X EBITDA. When the market for 
“dot com” ventures was overheating, some private companies were chang­
ing hands at multiples of sales or multiples of losses that had little basis in 
rationality. Suffice to say, the market eventually corrected and these valu­
ations have long since disappeared.
One of the key issues that must be negotiated in acquisitions of private 
companies is the “addbacks” and “deductions” that are made to/from the 
EBITDA calculation. When contemplating a sale transaction, many private 
companies will seek to limit expenses or reduce discretionary items such as 
marketing or advertising in order to increase EBITDA. To the extent 
EBITDA has been reduced by legal or accounting expenses attributable to 
the sale or will increase in future periods as owner’s distributions are 
replaced by fixed salaries, the owner will seek to negotiate addbacks to 
EBITDA that reflect these and similar items. The purchaser, in the mean­
time, will of course be seeking to decrease EBITDA by evaluating reserves 
for inventory and receivables, adjusting below market rents to amounts 
consistent with market conditions, and factoring in the salary cost of addi­
tional employees that might be necessary to operate the business as it 
grows. Negotiations surrounding these points are often long and con­
tentious and may fall in the category of “deal breakers” dealt with in 
Chapter 6, “Deal Breaker Issues.”
One other point is worthy of mention when considering a private cor­
poration valuation. Many investment bankers that provide M&A advisory 
services maintain databases of acquisition prices paid in private transac­
tions in which they were involved. While confidentiality provisions may 
prohibit the disclosure of the purchase price, the investment banker can 
often discuss multiples paid in a context that does not identify the parties 
to the prior transaction. For the small business management team, this 
knowledge can sometimes be critical to maximizing the enterprise value in 
a sale transaction if other sources of information are limited.
Practice Tip. Although the valuation points addressed above are 
frequently the most obvious issues, it should be clear that sale trans­
actions, in particular, may vary in valuation based on whether the 
transaction is all cash, all stock, or some combination. A seller 
receiving all cash will generally receive a valuation that is less as a 
multiple of EBITDA than a seller who takes all stock. The purchaser 
is often willing to pay more in stock, but the seller who accepts stock 
will be subject to the risk of a fluctuating stock price and to lock-up 
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provisions imposed by contract or tax regulations. Most private 
companies will not sell to other private companies for stock, due to 
the absence of a liquid market and the clear disadvantages of being 
a minority shareholder in a private company. For this reason, 
acquisitions using stock to fund the purchase price are usually com­
pleted by public companies or companies that are going public in a 
“roll-up” transaction.
Purchases of public companies by other public companies may be 
stock or cash transactions, but unlike the purchase of a private company, 
the management team of a public company cannot receive consideration 
in the form of an earn-out since any future consideration would belong to 
all of the shareholders. For this reason, golden parachutes and severance 
packages are used to reward management teams of public companies 
that are acquired by other public firms. Valuations in public/public acqui­
sitions are fairly straightforward since each party is required to secure a 
fairness opinion from its own investment banker and the purchase price 
is normally negotiated at a level above prevailing market prices. Neither 
of these facts should be taken as an indication that the valuation is cor­
rect, but the investment banker who renders a fairness opinion is 
required to perform a number of different valuations that are publicly 
disclosed in the proxy statement that discusses the acquisition. These 
valuations are typically a discounted cash flow analysis, a multiple of 
earnings, EBITDA or other metrics, a “comp” analysis of the prices paid 
in similar acquisitions, pro forma financial analysis, and perhaps a con­
tribution analysis.
Debt Financing
Since the term “investment” connotes an equity investment as opposed to 
debt financing, the foregoing discussion does not directly address the identi­
fication of sources of debt financing. Nonetheless, as the reader learned in 
Chapter 2, “The Advantages, Disadvantages, and Timing Issues Associated 
with Alternative Financings,” many institutional investors will purchase 
equity and debt instruments simultaneously when funding a small business. 
In general, if the debt is funded using convertible instruments or is accom­
panied by warrants, the negotiation with the institutional investor will focus 
on the valuation of the corporation and warrants on an “as converted” or “as 
exercised” basis. If the debt is not convertible or is not accompanied by war­
rants, the corporation will presumably be in the favorable position of having 
secured debt financing that has no equity kicker attached.
The venture capital firms, private equity groups and buy-out firms iden­
tified above usually provide mezzanine and other types of structured debt 
financing to the small business. Accordingly, if the management team is 
seeking funding for a leveraged recap or for a mezzanine round, the investor 
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should be identified by reviewing the “investment” criteria and determining 
which institutional investors would be most interested in providing this 
funding. For example, Softbank Capital Partners specializes in providing 
late stage mezzanine funding of $10 million or more to significant Internet 
businesses, while Pacific Mezzanine Fund invests in middle market compa­
nies located primarily in the western United States in amounts ranging from 
$1 to $3 million. A careful evaluation of prospective debt financing sources, 
whether identified through management’s own research, professional con­
tacts, or investment bankers, should result in the small business developing 
a profile of debt financing sources that fit the corporation’s needs and stage 
of development.
This discussion intentionally omits information on identification of 
banks and lease financing sources. Banks are easily identifiable through a 
wide variety of sources. As discussed in Chapter 1, “Identifying Financing 
Options Available to Growing Small Businesses,” lease financing is typi­
cally provided by equipment vendors. Searching the term “lease financing” 
will generate a wide variety of lease financing options offered by vendors, 
banks, and specialty finance companies.
Summary
The Internet has placed a powerful source of information at management’s 
fingertips that can be used to identify a broad variety of institutions and 
individual investors. These sources include angel investors, venture and 
private equity firms, and investment bankers. Just as institutional and 
individual investors have industry or business preferences for their invest­
ments, these investors also have established objectives tied to valuation, 
rates of return, minimum investment amounts, and other criteria they have 
developed. Valuation will vary based on whether the corporation is public or 
private, and is generally based on well-accepted metrics that are common 
knowledge in a particular industry or transaction type. Debt financing 
sources that use equity kickers to achieve targeted rates of return will also 
use a valuation analysis to determine enterprise value on an “as-converted” 
or “as-exercised” basis.
*     *
Case Study: Client Meeting Preparation
Clients are coming in for an advisory meeting regarding their need for investor 
funding. They are anxious to find the right investor and the funding necessary to 
solidify their corporation’s position in their industry. Here are some common ques­
tions and scenarios derived from the Chapter reading. How would you respond?
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Situational Analysis
1. What are some of the ways the management team can identify invest­
ment banking firms active in conducting IPOs and private placements?
Practitioner Response: Investment bankers for IPOs can be identified 
through a search of recent filings for public offerings by companies in the same 
industry as the small business, through Web site searches of the Web sites 
described in these materials and otherwise accessible through the Internet, 
and through a search of the Nasdaq or NYSE Web sites to determine what 
banking firms are writing research on a competitor. Also, reviewing individual 
investment banking firm Web sites to determine if they are actively seeking 
companies in the small business’s industry, and the financing services in which 
they are active, can be an important way to narrow down the list of suitable 
candidates. Attendance at conferences sponsored by investment banking firms, 
and conferring with “friendly competitors” at trade and industry shows, can 
also be informative in identifying some of the investment banking firms active 
in IPOs or private financings within your industry.
2. What is the most important criterion used by institutional investors and 
investment bankers to evaluate a financing opportunity before deciding 
to proceed with the next step of meeting with a management team?
Practitioner Response: Evaluation of the strengths and weaknesses of the 
management team is the most important criterion used by institutional 
investors and investment bankers in determining whether to proceed to the 
next step of actually meeting the management team. Although valuation will 
always be an enormous issue and cannot be discounted, the lack of experi­
enced and seasoned management will kill a financing much more quickly 
than valuation disagreements. Why? Because if the investor likes the corpo­
ration and the management team enough, it will negotiate hard on valuation 
but is unlikely to “walk away.” This is not the case if the management team 
is perceived as being weak. If the management team does not have the skill 
set necessary to capitalize on the opportunity, it will matter little to most 
investors how good the opportunity appears to be.
3. What is the difference between a retail and an institutional public offer­
ing? Retail or institutional private placement?
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Practitioner Response: A retail public offering is sold principally, or exclu­
sively, to individual investors. An institutional public offering is sold primarily 
to institutions. Retail public offerings are often priced below levels at which 
institutions can invest, or may have such a small number of shares to be 
offered that the institutional investor cannot, as a practical matter, invest. 
Retail private placements are likewise sold to individual investors (or may 
include one or two small institutions), while institutional private placements 
are larger and marketed only to institutions. Again, as is the case with retail 
and institutional public offerings, size is the principal means of differentiating 
retail and institutional placements. Most retail placements will be under $5 
million and most institutional placements will be $10 million or more.
4. What rates of return do early and operating stage investors typically 
seek? What factors do investment bankers consider when pricing a pri­
vate placement for an early or operating stage entity?
Practitioner Response: Early and operating stage investors are usually 
looking for rates of return on equity that may exceed 35% annually. 
Generally, the further the corporation has advanced in its development, the 
lower will be the rate of return that the investors will seek. Therefore, a cor­
poration in the operating stage will likely be able to secure investors with 
more reasonable expectations, perhaps in the range of 18% to 25% per year. 
The investment banker will consider factors such as management experience, 
prospects for continued growth, and whether the investment banking firm 
has an analyst with the expertise to write research on the corporation once it 
is public. They will also consider what valuation must be given to the corpo­
ration currently and at the time an IPO is expected, and the rate of return to 
the placement investors that these valuations imply, and what lock-up terms 
will apply to the private placement investors.
5. How does an investment banker place a value on a private entity about 
to go public or sell?
Practitioner Response: Valuations for private companies about to conduct 
IPOs are arrived at principally by the investment banker analyzing “comps.” 
This analysis involves review of competitive companies within the same 
industry as the small business (or within the closest comparable industry) 
and consideration of the “metrics” of these competitors versus the small busi­
ness. The metrics considered are usually industry specific and will relate to 
factors such as how the comps trade or are valued based on multiples of sales, 
EBITDA, operating earnings, cash earnings, or other factors. Once the comps 
have been developed, those that are less comparable due to size or other dif­
ferences are eliminated and the investment banker will arrive at a small 
group of the closest comps. The small business can expect its IPO to be priced 
in a range on the low side of the comps, thus “leaving something on the table 
for the public.”
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6. What are typical “addbacks” that a small business would seek to have 
included in EBITDA when calculating enterprise value? What are some 
of the common deductions a potential purchaser or investor may make 
from EBITDA when calculating enterprise value?
Practitioner Response: Customary addbacks sought by a small business 
owner will include accounting, legal, and other professional fees attributable 
to the transaction that have been paid, excess compensation received by the 
owner in prior periods that will not be paid in future periods, salaries of per­
sonnel whose positions will be eliminated due to consolidation of adminis­
trative, marketing or other functions, any tax or other savings that will be 
realized as a result of the transaction, and excess benefit costs that may not 
be incurred in future periods. The purchaser will seek to decrease EBITDA by 
adding back amounts to reflect any below market rents (when, for example, 
the small business owner owns the building occupied by the corporation), the 
salaries of additional personnel that will have to be hired since the small 
business owner may have performed several jobs, additions to reserves or 
reductions in inventory that should have been taken in prior periods, and 
imputing interest where debt instruments carried below market rates or 
were denominated as equity securities, but were debt equivalents.
CHAPTER 4
Initiating the Process: 
From Business Plan to Term 
Sheet or Letter of Intent
The previous Chapters have presented (1) financing options available to the 
small business corporation (the “what”), (2) the reasons that a small business 
should select a particular financing vehicle (the “why”), and (3) some of the 
means by which prospective investors can be identified (the “who”). This 
Chapter will address (a) how a small business corporation begins the process 
of seeking a financing commitment from among prospective investors, and 
(b) what it can expect when it and an investor reach a mutual understand­
ing of terms from which definitive agreements can be prepared. Among other 
topics, this Chapter provides a summary outline of the typical business plan 
submitted by small businesses to prospective investors and addresses what 
the management team should expect in the course of early stage discussions 
with prospective investors. As the reader is aware, the preliminary under­
standing of financing terms between an investor and the corporation is usu­
ally evidenced by a term sheet or letter of intent. Appendices A, C, D, and E 
include sample term sheets and letters of intent drawn from “real life” trans­
actions that will familiarize the reader with the forms of these documents 
and terms that are customarily included.
The reader should also keep in mind the timing issues discussed pre­
viously when considering the material in this Chapter. A debt financing 
through a bank or other financial institution can be expected to close much 
more quickly than an equity financing because the bank is primarily con­
cerned with the value of its collateral, the creditworthiness of the borrower, 
and the priority of its security. Consequently, due diligence by a banker 
will be focused on historical and projected financial performance, collateral 
valuation and audits, receivable collection rates, inventory turns, and lien 
priority issues. The equity investor is concerned with these points as well
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as management, operations, capital structure, regulatory compliance, and 
a host of other issues. Since equity investors rank behind creditors of the 
corporation and are in a very real sense “unsecured,” equity investors will 
generally conduct comprehensive due diligence that takes considerably 
longer to complete than the diligence performed by a bank.
The Business Plan
Entire series have been written on how to prepare a business plan and, as 
such, this publication is not designed to teach how to write a business plan. 
Rather, the discussion is focused on preparing the business plan in a form 
most useful to investment bankers, venture capital and private equity 
investors, and angels.
A common question that arises in preparing a business plan is the opti­
mum length of the plan. While the author is familiar with business plans 
that are as short as 12 pages and as long as 200 (including exhibits), a good 
rule of thumb is to limit the plan to not more than 15 to 25 pages, exclusive 
of historical and projected financial statements. Why? The answer is that
(1) many investors and investment bankers will begin by having an intake 
analyst read the executive summary and reject funding requests from small 
businesses that do not fall within the investor’s areas of concentration or 
that are seeking financing outside the range of funding normally provided,
(2) if the executive summary meets the investor’s investment criteria and 
piques the analyst’s interest, the investor or investment banker will usually 
have the analyst review and deconstruct the projections and assumptions, 
and (3) the remainder of the plan will then be analyzed in order to deter­
mine what areas will be covered in question and answer sessions.
Practice Tip. Overly long business plans slow down the analysis 
performed by the investor or investment banker and may deter the 
investor or banker from seeking answers in a face-to-face meeting. 
When a small business is preparing the plan for presentation to 
prospective investment bankers, the author has found the need for a 
short business plan to be even greater since many investment 
bankers operate under significant time constraints and will only 
read the executive summary until their analyst has given the plan a 
“thumbs up.” In other words, the business plan is principally a mar­
keting document intended to “get management’s foot in the door” 
and is neither a disclosure document nor a comprehensive analysis 
of the business’s operations. A good rule of thumb is “the more con­
cise and to the point, the better.”
The well prepared business plan will typically encompass the follow­
ing sections.
• An executive summary ranging from two to five pages that includes a 
discussion of:
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— A brief overview of the business;
— Significant growth drivers (both industry and company specific);
— Growth in revenues, profitability and/or margins, and the effect on 
operations;
— Factors that differentiate the business from competitors and a brief 
analysis of the competitive landscape;
— A review of key members of the management team and the most rel­
evant portions of their backgrounds;
— A historical financial summary;
— Summary projected financial information;
— Funding requirements;
— A brief use of proceeds; and
— Contact information.
• An industry overview, including growth drivers, sales and marketing 
channels or the means of distribution, segments, and where the corpo­
ration fits within the industry;
• A discussion of the corporation’s business, including strategy, products, 
sales and channels of distribution, marketing, customers, production, 
trademarks and service marks, facilities, employees, and competition;
• A review of the corporation’s management, including officers, directors 
and key employees, as well as their ownership interests in the corpora­
tion; and
• An operational analysis, where appropriate, and both historical finan­
cial information and projections. The projections should be accompanied 
by a statement of assumptions used in preparation of both the projected 
income statements and projected balance sheets.
Many investors and investment bankers are satisfied if the corpora­
tion presents projections covering three years, with the presentation 
reflecting a month by month statement of operations for the first year and 
an annual statement of operations for the subsequent two years. Other 
investment banking firms and investors will ask for a five-year set of pro­
jections prepared on a similar basis. While many small businesses may 
find it difficult to prepare meaningful five-year projections, the investor 
or investment banker is often interested not only in the projected results 
in years four and five, but also whether management (and, in particular, 
the financial officers) have used reasonable assumptions on a consistent 
basis in preparing the projections. Most investors and investment 
bankers are well skilled in questioning the assumptions that underlie a 
small business’s projections and will often have “done their homework” in 
terms of ascertaining the metrics that are commonly achieved in the cor­
poration’s industry.
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For example, if a small business is engaged in retail sales of golf equip­
ment over the Internet and is seeking funding for expansion, the well pre­
pared investor or investment banker will have researched the number of 
“click-throughs,” “sales per hit,” and dollar amount of sales per order that 
competitive Web sites enjoy. If the small business’s projections reflect 
assumptions about these or similar metrics that are inconsistent with 
what others in the industry experience, the small business had better be 
able to support why its results will be different or it will suffer a significant 
loss of credibility.
Practice Tip. Too often, the management team of the early or oper­
ating stage small business does not realize that the typical venture 
investor or private equity group has a vast amount of experience in 
evaluating projections and assumptions. Moreover, these investors 
often understand the corporation’s business nearly as well as, or per­
haps better than, the management team. This is particularly true if 
the venture or private equity investor has an industry concentration 
and has funded other companies active in the same industry as the 
small business. Although speed is important in preparing the busi­
ness plan and closing a funding, the small business will benefit 
greatly from the management team taking the extra time and effort 
necessary to carefully prepare, evaluate, and revise the projections 
and assumptions. If the management team demonstrates a compre­
hensive understanding of its business, the business’s significant 
metrics and the resources necessary to achieve success, the chances 
of the corporation obtaining funding will be greatly enhanced. Since 
the business’s metrics are ultimately incorporated within the projec­
tions and assumptions, most investors will focus on whether or not 
the small business can support the metrics it has used in preparing 
the projections and assumptions.
This is not to say that all good management teams with excellent pro­
jections and assumptions receive funding. The investor must ultimately be 
convinced that the management team has the necessary talent to build a 
successful business, the product has a market and the market is large 
enough to justify the investment and, if successful, generate the targeted 
rate of return.
Who Is the Decision-Maker?
If knowing your audience is important to knowing how to tailor the pres­
entation of the business, the issue of knowing who makes the decision with­
in the investing entity or investment bank is critical. Nearly all venture and 
private equity investors have investment committees that ultimately 
determine if the firm will make an investment. The committee may rely on 
the recommendation of a senior analyst or junior partner, but the concur­
rence of one or more of the general partners is usually required to make a 
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preliminary funding commitment. The question is a little more 
complicated in the case of investment banking firms. Is the decision 
maker the banker, the analyst, the senior executive officer, or some combi­
nation of these? Here are some guidelines:
• The larger the size of the investment hanking firm, the greater the likeli­
hood that the firm maintains a Commitment Committee. Typically com­
prised of the senior executive officers, senior bankers and sometimes an 
analyst or two, the Commitment Committee is vested with the respon­
sibility to evaluate funding opportunities and determine if the firm will 
proceed to issuing a letter of intent. Within firms that maintain such 
committees, the Commitment Committee is the ultimate decision maker 
with respect to the investment banking firm agreeing to underwrite or 
co-underwrite public offerings and agreeing to undertake a private 
placement on a best efforts basis. In firms that maintain a Commitment 
Committee, the banker(s) and the analyst(s) that meet with the man­
agement team and have reviewed the business plan will usually prepare 
a written summary of the corporation’s business and an oral presenta­
tion for the Commitment Committee that is designed to explain why the 
investment banking firm should proceed with the funding and on what 
basis the firm should do so.
• Most smaller to mid-sized investment banking firms that do not have a 
Commitment Committee will vest decision making authority in the chief 
executive officer and/or the president of the firm, although a few firms 
permit the officer who heads up the corporate finance department to 
make the decision to issue a letter of intent. In these cases, the senior 
executive in corporate finance is generally required to obtain approval of 
the chief executive officer and/or the president before the letter of intent 
is delivered to the corporation.
• The function of the chief executive officer or the Commitment 
Committee is to carefully review the valuation analysis that has been 
done, consider input from the analyst(s) and analyze the terms of the 
offering to ensure that the compensation payable to the firm is in accor­
dance with acceptable norms. This is particularly important to firms 
that are involved in a number of public offerings given the fact that 
investment banking compensation is public information once the com­
pensation is disclosed in a registration statement or amendment that is 
filed with the SEC. Since other investment bankers, professionals, and 
management teams of small businesses will often review prior offerings 
to ascertain what compensation the firm is being paid in similar trans­
actions, most investment bankers will pay close attention to any com­
pensation disclosure and when it is made. For this reason, some firms 
will insist that the underwriting discount (otherwise referred to as the 
commission) and any nonaccountable expense allowance or success fee 
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is only disclosed in an amendment to the registration statement once the 
NASD has approved the underwriting terms and arrangements.
• The passage of Regulation FD and increased attention being devoted to 
analyst’s compensation for investment banking business they assist in 
bringing the firm has greatly increased the scrutiny of analysts by 
investors and regulators. Many recent articles have questioned analysts’ 
independence and their motivations for issuing favorable research 
reports. Nonetheless, in the larger regional and national investment 
banking firms, the analyst should always be viewed by the management 
team of the small business as one of the key players, if not the key player, 
in the decision to present the funding opportunity to the Commitment 
Committee. Some investment banking firms have formal or informal 
policies that require at least one analyst to agree that he/she will pro­
vide research coverage on the small business on a post-offering basis 
before the Commitment Committee will issue a letter of intent. Even 
those firms without such policies have a vital and continuing interest in 
assuring that either an analyst within the firm, or an outside analyst, 
will provide coverage. This is particularly true because some institu­
tional investors will not purchase a small business’s securities in the 
public market unless the corporation has secured research coverage 
from at least one investment banking firm or independent analyst. The 
importance of the analyst in the commitment process should therefore 
never be underestimated.
The Next Step: Interviews and Due Diligence
Once an investor or investment banking firm has received the business 
plan and completed its initial reviews, those plans deemed meritorious 
of further investigation are usually forwarded to a senior level execu­
tive and reviewed by an analyst. Again, this review will often be 
focused on the metrics and assumptions used in the projections and on 
whether the projections are reasonable. If the business is in the oper­
ating or mature stage, the investor or investment banker will also care­
fully review and consider the management team’s experience and back­
ground. Since many investors and investment bankers are of the view 
that “you bet on the jockey, not the horse,” the makeup of the manage­
ment team may be critical to whether the decision is made to proceed to 
the next step.
At this point, most investors will ask for a face-to-face meeting with 
the management team to obtain answers to their questions and make an 
evaluation of the management team’s general level of competence. In some 
cases the investor may have performed limited background checks or made 
an attempt to contact prior employers or investors to gain some insight into 
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management’s experience and style. Often, however, the background 
checks are deferred until after one or two meetings that indicate to the 
investor if the opportunity is worth pursuing.
If the small business is being presented to an investment banker, 
many bankers will initiate contact with a conference call to ask many of the 
same questions that an investor might pose in a first meeting. Investment 
bankers often will seek an in-person meeting if the conference call results 
in additional interest. The in-person meeting is usually an exploratory ses­
sion that the banker uses to cover questions about the corporation’s busi­
ness, operations, management, and financial results. Investment bankers 
and investors may also be interested in management’s judgment of the 
greatest risks that the business faces in achieving success. This is a com­
mon question that, more than anything else, is designed to test manage­
ment’s knowledge and judgment of the business and the obstacles that may 
interfere with the corporation achieving its projected results.
Because both investors and investment bankers condition even their 
preliminary commitments on the satisfactory completion of due diligence, 
it is fair to say that most investors and bankers don’t conduct a significant 
amount of due diligence at this stage in the financing process. It is also 
true that investors are inclined to conduct more due diligence than 
bankers due to, among other reasons, most investors’ reluctance to even 
issue a preliminary commitment without having reached at least a mod­
erate level of comfort. Depending on the attractiveness of the opportunity 
and whether the investor senses, or knows, that discussions are ongoing 
with other potential investors, the amount of due diligence performed 
before the issuance of the preliminary commitment may be curtailed. 
Perhaps a good general rule here is that the amount of due diligence will 
likely vary by business type, stage of development, financial needs, man­
agement credibility and experience, and other factors deemed significant 
by the investor.
Most business plans do not include confidential information about the 
corporation’s business, its technologies or its products due to the wide dis­
semination of the plan among prospective investors and bankers. The 
commencement of due diligence is generally the point in time when 
investors and investment bankers may have, or request, access to confi­
dential information. This will require the management team to have 
retained counsel to prepare a confidentiality agreement to ensure, to the 
extent possible, that any confidential information that is disclosed 
remains confidential. Confidentiality agreements should generally cover 
the following:
• A broad definition of confidential information, including all written 
materials furnished by the corporation, oral discussions, and studies or 
reports prepared by the investor that reference confidential information;
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• The duration of the confidentiality obligation, generally from one year to 
two years;
• Early release provisions that are triggered once an authorized disclosure 
of information has taken place;
• Nonsolicitation clauses that prohibit the solicitation of the corporation’s 
employees, customers or suppliers for specified periods of time;
• Restrictions on the use of information disclosed in the contemplated 
financing transaction;
• Confirmation that the information is furnished “as is” and is without 
representation or warranty;
• Obligations to return all confidential information if the financing trans­
action is not pursued;
• References to remedies if the confidentiality agreement is violated;
• Disclaimers of any agreement between the parties unless and until 
definitive agreements are executed; and
• For those corporations that are public, a “standstill” clause that provides 
the investor will not engage or participate in any kind of proxy solicita­
tion, hostile tender offer, or other transaction in which control of the cor­
poration may be at issue.
Experienced investors and investment bankers are accustomed to 
executing confidentiality agreements with these or similar provisions. 
The small business must still be alert, however, to the fact that an 
investor may have an interest in a portfolio company that may be a direct 
or indirect competitor to the small business and, therefore, may have a 
conflict of interest that could preclude or affect its investment in the 
small business.
Practice Tip. Once negotiations with a prospective investor or 
investment banker get serious, the most significant issues that 
will be covered in the term sheet or letter of intent will have 
been raised by the investor or banker, if not by the corporation. 
This will occur prior to the issuance of the term sheet or letter of 
intent. The reasons for this are, from the investor’s or banker’s 
perspective: (1) to obtain some assurance that, if a term sheet or 
letter of intent is issued, the parties are at least “in the same 
ballpark” and have a chance of reaching a preliminary agree­
ment, and (2) to seek at least a moral commitment (that will be 
in writing in the term sheet or letter of intent) that the small 
business will not “shop” the term sheet or letter of intent with 
other investors or bankers in an effort to obtain more favor­
able terms.
The following issues are those typically considered to be significant in 
this context by investors and investment bankers.
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Investors Investment Bankers
1. Valuation 1. Valuation
2. Rank/Structure 2. Compensation
3. Salability 3. Future dilution
4. Liquidity events 4. Liquidity/Lock-up for insiders
The following is a brief overview of these issues.
Valuation
For either investors or bankers, this is the defining issue. The investor will be 
focused on determining a current enterprise value that represents a discount to 
future value calculated from the projections using various valuation methods. 
The investor will construct financial models designed to examine different 
scenarios under which the targeted annual rate of return is realized or exceeded. 
The investment banker will perform the valuation analysis described in 
Chapter 3, primarily relying on valuation comps of similar businesses, to arrive 
at a current enterprise value that is then discounted by some small amount to 
“leave something on the table” for the public or private placement investors.
Rank/Structure
The venture or private equity investor is usually quite concerned about limit­
ing, to the extent possible, downside risk. This is typically accomplished by 
structuring the investment using debt or preferred stock instruments that pro­
vide the investor a rank senior to the common stockholders in the event of 
liquidation or distributions. The structure of the financing will also encompass 
rights/obligations to provide further financing, dilution in subsequent rounds, 
and acceptable levels of equity equivalents in the form of options and warrants.
Compensation
Investment bankers will want to have some understanding as to their com­
pensation before committing to the transaction in writing. Again, the under­
writing discount (commission), nonaccountable expense allowance or success 
fee, and warrants to purchase the corporation’s stock are the most common 
form of compensation for bankers. Although NASD Regulation is responsible 
for regulating investment banking compensation in public offerings, com­
pensation for bankers in private placements is not subject to regulation and 
is therefore more susceptible to wide variations.
Salability
The venture or private equity investor will have considerable interest in 
assuring that the securities purchased will be transferable and salable into 
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a public market once the corporation becomes a reporting company. Thus, 
conversion and registration rights, as well as redemption obligations, will 
be highly relevant to the investor.
Future Dilution
The investment banker will want to understand the existence of any con­
vertible instruments, such as those held by venture or private equity 
investors, as well as instruments such as options, warrants, or rights that 
are exercisable to purchase common stock. To the extent these instru­
ments are outstanding, the investment banker will examine their dilutive 
effect on earnings and enterprise valuation and may seek to limit their 
future issuance.
Liquidity Events/Liquidity/Lock-ups for Insiders
Venture and private equity investors will want assurances that customary 
liquidity events such as sale of all or a portion of the business, public offer­
ings, or sales by controlling shareholders, will offer the investors a liquidity 
window. Similarly, in the public offering setting, the investment banker 
will want to understand the liquidity needs/wants of the insiders, if any, 
and will have in mind a lock-up period for the insiders.
The Term Sheet
Once the venture or private equity investor is comfortable that the financ­
ing opportunity is an advantageous one and that the principal investment 
terms have been addressed or committed to, the next step is for the 
investor to prepare, deliver, and negotiate the term sheet. A term sheet is 
similar in substance to a letter of intent, but usually defines the principal 
terms of the investment in a brief, more summary format.
Appendix A, “Sample Term Sheet for Preferred Stock Purchase by 
Venture or Private Equity Investor,” is a very good example of the types of 
term sheets used by venture and private equity investors. This term sheet 
covers all of the significant investment terms referred to above as well a 
number of related issues. A few points are worthy of mention with regard 
to this type of term sheet:
• Capital structure is carefully described to encompass issued capital 
stock, options outstanding, and the available pool of options from which 
the corporation may issue additional options.
• Corporate governance is addressed in several portions of the term 
sheet, including board membership, employment agreements, key man 
life insurance, committee membership, minimum numbers of meetings, 
and votes required to modify charter documents or any of the invest­
ment documents.
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• The term sheet will often require the corporation to pay some type of 
deposit to the investor to defray the investor’s legal expenses and out-of- 
pocket due diligence costs.
Appendix C, “Senior Subordinated Debt (Mezzanine) Term Sheet,” is 
a different form of term sheet used by mezzanine lenders to describe the 
terms of a senior subordinated loan to a public company. This type of term 
sheet, as opposed to the form of term sheet used by venture capital firms 
to describe preferred stock investments in early stage entities, is generally 
shorter and offers fewer protections for the investor. Key points in this type 
of term sheet include:
• A higher rank and liquidation preference over any other junior debt, but 
subordination to the senior bank debt;
• A higher coupon than is paid by early stage entities, but warrants that 
will purchase a significantly lower percentage of the ownership interest 
of the corporation than most preferred stock investments will buy;
• No board representation and no provision for price anti-dilution;
• Provisions for an early redemption of the senior subordinated debt at the ear­
lier of five years from closing or from proceeds of a follow-on equity offering;
• Covenants that restrict the ability of the corporation to enter into cer­
tain transactions, pay dividends, incur additional senior debt, or redeem 
common stock without consent of the holder of the subordinated debt;
• Reporting obligations to the holder of the subordinated debt consistent 
with reports that are provided to the senior lender; and
• A right of first refusal to purchase sub debt and/or attached warrants 
on transfer.
Appendix D, “Senior Credit Facility Preliminary Term Sheet,” is a 
sample term sheet for a senior bank credit facility that incorporates both 
a term loan and revolver extended to a small business. Key points include 
the following:
• A five-year term for both the term loan and revolver, but principal amor­
tization of the term loan commences immediately and extends through 
the five-year term for 30% of the total principal amount;
• Use of the term loan proceeds to finance an acquisition, with the remain­
der being subject to escrow and released on receipt by the corporation of 
additional equity funding or on certain financial objectives being met;
• Revolver draws based on eligible accounts receivable and inventory;
• Two interest rate options, including the bank’s base rate and a London 
Inter Bank Offering Rate (LIBOR) option;
• Commitment fees for unused portions of the debt and obligations of the 
corporation to pay all of the bank’s legal and collateral audit expenses, 
regardless of whether a closing occurs;
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• Mandatory and voluntary prepayment provisions, including mandatory 
prepayments using all “excess cash flow” (as defined); and
• Indemnification of the lenders and provisions regarding the right of the 
lenders to participate out or assign all or a portion of the loans.
The sample term sheets in Appendices A, C, and D are typical of the 
types of term sheets that are frequently used by venture and private equity 
investors, mezzanine lenders, and senior bank lenders. Although the form 
of term sheet may vary somewhat from transaction to transaction, a review 
of these Appendices should prepare the small business and its advisors for 
what it will usually encounter when negotiating with these investors and 
lenders. If the corporation is negotiating smaller bank loans or equipment 
leases, management will often find that these transactions are prepared on 
short form documents that require, and permit, little in the way of negoti­
ations. Since the corporation generally prepares investment documents for 
founders and angel investors, management will usually dictate the form of 
these documents. The following section addresses letters of intent and 
retention agreements regarding retail and institutional private placements 
and public offerings.
Letters of Intent and Investment Banking Agreements
Appendix E, “IPO Letter of Intent,” and Appendix F, “Follow-On Public 
Offering Letter of Intent,” are typical of the letters of intent that may be 
offered by investment banking firms to corporations seeking to complete a 
small retail IPO or larger follow-on public offering. While investment bank­
ing firms have as many different versions of letters of intent as can be 
imagined, a good rule of thumb is that the larger the amount being raised, 
the shorter the letter of intent. The converse is also true, i.e., the smaller 
the amount being raised, the longer the letter of intent. One of the princi­
pal reasons for this difference is that the letter of intent that relates to a 
small retail public offering must address a variety of issues that generally 
arise only at the time of an IPO.
One of the most notable differences between Appendices E and F is the 
amount of compensation that will be paid to the investment banking 
firm(s). NASD Regulation, Inc. regulates investment banking compensa­
tion payable in connection with all equity public offerings. The regulatory 
scheme permits the investment banker that underwrites a small retail IPO 
to receive a higher percentage of offering proceeds as compensation than 
the underwriter of a large follow-on offering can receive. This is true for a 
number of reasons, but primarily reflects the fact that retail brokers must 
contact one investor at a time to complete sales in a small IPO and the 
amount purchased by each investor is typically small. A large follow-on 
offering, by contrast, is typically sold to institutional investors in larger 
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blocks by an institutional sales force and, therefore, certain efficiencies are 
realized in the capital raising process. Maximum compensation payable to 
investment bankers that underwrite small retail IPOs consists of :
• A 10% underwriting discount or commission;
• A 3% non-accountable expense allowance;
• Warrants to purchase securities equal to 10% of the securities sold in 
the offering, with an exercise price of at least 120% of the public offer­
ing price; and
• A consulting fee of $100,000 or more.
Investment banking firms that underwrite large follow-on offerings will 
usually receive underwriting discounts or commissions that range from 6% 
to 8% of the offering proceeds, but will not be paid a nonaccountable expense 
allowance or receive warrants. Letters of intent for these larger offerings 
will, however, typically require that the corporation pay the legal fees of 
counsel to the investment banker and the out-of-pocket due diligence costs 
of the investment banker if the offering is not successful for any reason. 
These fees and costs can be substantial depending on the size of the offering, 
how far into the offering process the corporation and the investment banker 
go, and the nature and extent of due diligence that must be performed.
Key points to consider when reviewing Appendix E, the small retail 
IPO letter of intent:
• Paragraph 1 references the number of shares to be sold in the offering, while 
paragraph 4(b) sets forth the pre-offering shares outstanding. By adding 
these numbers together and multiplying the sum by the expected offering 
price using the middle of the price range, the management team can cal­
culate the “post-money” (in other words, the post-offering) valuation of the 
corporation that the investment banker has established. Of course, this 
valuation may vary if the offering is priced other than in the mid-range.
• Paragraph 2 provides standard information regarding the over-allot­
ment option. This option allows the investment banker to sell shares 
that represent up to an additional 15% of the total shares sold in the 
offering for a period of up to 45 days after the offering.
• Paragraphs 6 and 13 describe the aggregate investment banking com­
pensation referenced above, including the discount, nonaccountable 
expense allowance and underwriter’s or representative’s warrants. Note in 
particular the provision in paragraph 13(c) that mandates the payment 
of an advisory fee to the investment banking firm if the public offering is 
abandoned as a result of a merger, acquisition or similar transaction.
• Paragraph 14(a) describes the right of the underwriter to send an 
observer to board meetings who will be compensated in a manner iden­
tical to board members.
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• Paragraph 16 contains the underwriter’s lock-up agreement under which 
officers, directors and shareholders agree to lock-up their shares for a nine 
month period after the offering. Note that the lock-up applies to derivative 
securities including options and common stock underlying the options.
• Paragraphs 4(c) and 18(a) address the “cold comfort” letter to be deliv­
ered by the independent public accountants and the right of the under­
writer to approve the audit firm.
• Paragraphs 18(d)(iii) and 18(d)(iv) merely serve to reinforce the obliga­
tions of the corporation to appoint Audit and Compensation Committees 
of the board of directors and to have the quarterly financial statements 
reviewed by the audit firm.
• Paragraphs 13(e), 18(f) and 21(a) make it clear that, although the offer­
ing is a “firm commitment,” the underwriter has the ability to terminate 
its involvement at any time, without liability, for reasons relating to 
market conditions, due diligence, operational changes, exchange listing, 
and virtually any other reason imaginable. This is the reason that it is 
so important to do due diligence on investment banking firms when a 
corporation decides to proceed with an IPO.
• Paragraph 20 contains a performance escrow provision under which the 
principal shareholder has agreed to place shares in an escrow account. 
The shares are released once the corporation achieves the designated 
financial benchmarks or at the end of seven years. The seven-year pro­
vision is vital as this provision is what prevents the early release of the 
shares from causing the corporation to book compensation expense. This 
is also the reason that forfeiture escrows are not desirable from the per­
spective of both the corporation and the investment banking firm, since 
a large loss reported from the earn-out of otherwise forfeit shares, even 
if attributable to noncash charges, can result in an immediate negative 
impact on the market for the corporation’s securities. In addition, a for­
feiture escrow may have income tax implications for the members of the 
management team that could require substantial tax payments at a 
time when the cash to make such payments may not be available. The 
principal difference between a forfeiture and performance escrow is that 
the terms of the performance escrow will result in the shareholder 
receiving his/her shares. This is offset by the fact that, from the invest­
ment banker’s perspective, the failure to achieve the performance 
benchmarks means that the shareholder will not be able to sell or bor­
row against the shares until the expiration of seven years, at which time 
the valuation of the stock may be minimal if the corporation has not 
been successful or has been sold to a third party. Performance escrows 
are usually used to bridge a valuation gap between the investment 
banker and the corporation in a manner similar to the equity claw-back 
offered by venture and private equity firms.
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The letter of intent for a large follow-on public offering in Appendix F 
is noteworthy for the following points:
• Paragraph 3 on page one stipulates that the underwriters will pay 
their roadshow expenses, subject to the later catchall that provides 
that the corporation will reimburse the underwriters in full for their 
expenses if the offering is terminated by the underwriters based on 
due diligence or if the corporation terminates the letter of intent for 
any reason.
• No price is set forth in the letter of intent, as the market price will deter­
mine the pricing of the offering. The pricing discussion in paragraph 4 
indicates that the price will be set “after full consideration” of the mar­
ket conditions. Most follow-on offerings are priced below the market 
price, although the strength of demand for the corporation’s securities 
will ultimately determine the pricing.
• The underwriting discount (or spread, as it is referred to in this letter of 
intent) is set at 7%, but note that the underwriters have indicated that 
it will be finalized at the time of pricing. This language is sufficiently 
vague that either party may have some negotiating room at the pricing 
conference to seek an increase or decrease in the discount.
• Assuming the offering is for a corporation listed on NYSE, AMEX, or 
Nasdaq’s National Market, blue sky qualifications required for state 
securities law compliance will not be a hurdle, but the underwriters 
have stipulated that the offering must be salable in sufficient states as 
are acceptable to them.
• This letter of intent does not reference the underwriters’ lock-up, the 
pre-offering capitalization of the corporation, and many of the other 
elements of compensation and rights that the small retail IPO letter of 
intent addresses. The lock-up is typically addressed in later discus­
sions with the underwriters, and the pre-offering capitalization is typ­
ically apparent from the public filings made by the corporation. While 
the absence of any limitations on changes in capitalization may entitle 
the corporation to issue additional options or securities without 
approval of the underwriters, the underwriters are usually comfortable 
that public disclosure, together with restrictions imposed by exchange 
rules and tax considerations, will cause the corporation to act reason­
ably. The absence of many of the other restrictions outlined in the small 
retail IPO letter of intent is attributable to the fact that most larger 
investment banking firms will address issues in the course of drafting 
conferences and like to relate to the management team on a less formal 
basis that has the appearance, if not the reality, of a trust-based rela­
tionship. The management team should not, however, take this as an 
indication that many of the same issues will not arise through the 
course of the follow-on offering.
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Appendix G, “Investment Banking Engagement Agreement for 
Institutional Placement,” is an example of an engagement agreement that 
would be submitted to the small business when an investment banker has 
offered to assist the corporation in obtaining private equity or debt financing. 
This engagement agreement contemplates a large, institutional placement of 
the corporation’s securities, but as previously discussed, is still on a “best 
efforts” basis. The key points of this engagement agreement are as follows:
• The corporation retains full discretion to accept or reject a transaction, 
but take note of paragraph 7(c) that imposes a break-up fee on the corpo­
ration if it terminates the services of the investment banking firm after 
the offering memorandum has been prepared. The break-up fee increases 
as the financing process proceeds and includes a “tail” in paragraph 7(d) 
that entitles the investment banking firm to receive its full fee if a fund­
ing transaction is concluded with an investor introduced by the invest­
ment banker within 12 months after the engagement is terminated.
• Paragraphs 1, 2, 3, and 4 describe the advisory services to be rendered 
and allocate responsibility to the corporation for the information used or 
developed by the advisor. Paragraph 5 also includes standard confiden­
tiality provisions.
• The fee arrangements discussed in paragraphs 6 and 7 contemplate a 
retainer as well as a contingent fee that is calculated as a percentage of 
the funding received by the corporation. The contingent fee will be 
higher for equity and convertible debt, as opposed to the fee payable for 
subordinated debt. In addition, all expenses of the advisor are to be 
reimbursed by the corporation.
• The remainder of the engagement agreement is comprised of indemnifi­
cation provisions, the right of the advisor to place tombstone ads follow­
ing closing, and termination rights.
• Paragraph 9 is very important as it grants the advisor a right of first 
refusal to serve as a co-managing underwriter of any future public or 
private offering of common stock or debt if the private financing is com­
pleted. Note that the terms of such engagement are to be “customary” 
and that the advisor makes no commitment to provide any additional 
funding. Once again, as was the case in the follow-on offering letter of 
intent described above, the investment banking firm is seeking to estab­
lish a trust-based relationship that, if the private round is successful, 
will flow through to the next round of financing. This right of first refusal 
is a significant “carrot” for the investment banker, but may obligate the 
corporation to use the investment banker even if the corporation is dis­
satisfied with their prior performance. In certain situations, the corpora­
tion may be able to facilitate a “buy-out” of the right of first refusal 
between investment bankers or may be able to buy back the right.
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Practice Tip. NASD Regulation will consider any payments from 
the corporation to an investment banking firm, including buy-outs 
or repurchases of rights of first refusal, to be underwriting compen­
sation if paid “in connection with” an offering and if made within up 
to one year prior to the filing of a registration statement. For this 
reason, the corporation should consult with its counsel and the 
investment banker will do likewise before making any payment of 
this nature, which must be disclosed to NASD Regulation. 
Classification of such payments as underwriting compensation 
could require the investment banker that is leading the public offer­
ing to reduce its compensation or, in extreme cases, could result in 
the investment banker withdrawing from the offering. For this rea­
son, management and its advisors must be careful about payments 
to finders, consultants, and others that can also be classified as 
“underwriting” compensation.
Summary
To progress from the point when the management team has determined 
that the corporation requires a capital injection to an agreement in prin­
ciple, the small business must prepare a cutting edge business plan with 
plenty of information, graphics and color accents that will grab and hold a 
reader’s attention. When targeted to a receptive audience that invests in, 
or lends to, businesses of the size and in the industry in which the small 
business is engaged, the plan should engender communications with the 
potential investor or lending institution that will lead to a term sheet, let­
ter of intent or engagement agreement. Although none of these will guar­
antee funding, the fact is that most investors and lending institutions will 
not issue a preliminary commitment in writing unless there is a high level 
of interest and a minimum level of comfort with the business model. While 
term sheets, letters of intent, and engagement agreements come in a wide 
variety of forms, the appendices relating to this Chapter represent common 
forms that should assist the management team in evaluating documents 
submitted to them by potential investors or bankers.
Case Study Hypothetical—You Are the CFO
You are employed as the CFO of Chairs To Go, Ltd., a manufacturer of chairlifts 
for the skiing and snowboarding resort industry. Consistent with your firm’s 
motto, ‘We Put Seats in Chairs,” the sales of your chairlifts have been growing 
at double digit rates as resorts worldwide have upgraded their chairlifts to faster 
and more comfortable models. The design team has come up with several new 
models of chairlifts, including chairs with built-in heavy duty headphones that 
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broadcast music and information about the resort, a high speed model that can 
be manufactured in miniature for use by children, and chairs with seat warmers 
that are guaranteed to make everyone who rides a “hotty.” You and the CEO 
estimate that putting the manufacturing capacity in place to introduce these 
new lines will require capital expenditures of $10 million and operating cash 
reserves of an additional $2 million to pay for staffing increases necessary before 
expected sales will materialize. Chairs To Go is a private company but the CEO 
expects to either take the company public or sell in the next five years or so.
After combing through your old accounting seminar materials and rum­
maging about the Internet, you successfully identified several private equity 
groups that seemed to be good prospects to fund this expansion. You and the 
CEO prepared a top notch business plan and circulated it to the prospective 
investors and at least three firms have indicated some degree of interest. Of 
these three firms, one firm by the name of Big Bite Private Capital seems 
particularly interested and requested an in-person meeting with you and 
the CEO after reviewing the plan. The meeting went well and, low and 
behold, Big Bite forwarded to you the term sheet that is reproduced below. 
The CEO has asked to meet with you tomorrow to get your comments on the 
term sheet and your feelings as to whether or not you think Chairs To Go 
should seek term sheets from the other two private equity firms or try to 
agree on terms with Big Bite. Knowing the CEO as you do, you are antici­
pating that he will do as you recommend, since his strength is marketing and 
sales and he relies on you for financial guidance. You’re on the spot!!
Chairs To Go, Ltd.
Senior Subordinated Debt
Term Sheet Submitted by Big Bite Private Capital
Issuer: Chairs to Go, Ltd. (the Company)
Type of Security: Senior Subordinated Debt (Subordinated Debt).
Issue Size: $12 million.
Use of Proceeds: To fund $10 million in capital expenditures and to 
fund $2 million in anticipated working capital 
requirements associated with introduction of new 
chairlift lines.
Interest on Subordinated Debt: 14% per annum, payable quarterly.
Maturity of Subordinated Debt: Earlier of (i) five years from closing or (ii) 
Liquidity Event (as defined below).
Warrants: Detachable warrants (Warrants), representing 
the right to purchase shares of the common stock
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of the Company equal to 20% of the total out­
standing at the time of exercise. The exercise price 
for the warrants will be nominal.
Maturity of Warrant: Earlier of (i) five years from closing or (ii) 
Liquidity Event (as defined below).
Liquidation Preference Preference to existing common stock on liquida­
tion plus an amount equal to the deemed value of 
the warrants on an as-converted basis.
Registration Rights: Unlimited piggy-back registration rights on regis­
trations of the Company and other holders, subject 
to customary underwriter’s cutback. Three demand 
registration rights at the Company’s expense.
Board Representation: One member or observer, at Big Bite’s option.
Anti-Dilution Provisions: Protection for issuances of shares of stock at a 
price less than that equal to the price paid in the 
most recent sale by the Company, common stock 
splits, dividends, and combinations. No options, 
warrants or rights will be issued by the Company 
above 8% of the shares outstanding at closing, 
and all issued options, warrants, or rights will 
have an exercise price equal to or greater than 
the last sale price of the common stock.
Redemption Option: The Company must redeem the Subordinated Debt 
at par, plus accrued interest at any time upon the 
earlier of a secondary offering or after five years 
from closing. For each quarter that the 
Subordinated Debt remains unpaid after the five- 
year period has expired, Big Bite’s warrant will 
represent the right to acquire an additional 2% of 
the Company, i.e., if one quarter elapses after the 
five-year period, Big Bite’s warrant will purchase 
22% of the total outstanding shares; if two quarters 
elapse after the five-year period, Big Bite’s warrant 
will purchase 24% of the total outstanding shares.
Restrictive Covenants: The Company may not, without the consent of the 
Subordinated Debt, so long as at least 50% of 
Subordinated Debt remains outstanding, (i) effect 
any transaction that results in a change of control 
in which Subordinated Debt is not paid in full; 
(ii) materially change the nature of the Company’s 
business; (iii) effect a liquidation or sale of the 
Company or sell all or substantially all of its assets
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in a transaction in which the Subordinated Debt is 
not paid in full; (iv) amend its articles of incorporation 
or bylaws in a manner that would adversely 
affect the holder(s) of the Subordinated Debt; 
(v) redeem or pay any dividend or distribution 
on its common stock except to management upon 
ceasing to be employed, but only on terms 
acceptable to Big Bite; (vi) issue additional 
Subordinated Debt that is senior to Subordinated 
Debt; or (vii) engage in any transactions with 
affiliates except as otherwise contemplated by 
the existing documents or approved by disinter­
ested members of the board of directors.
Reporting Requirements: The Company shall provide the same standard 
financial reports that the Company provides to 
its senior lender(s) from time to time, so long as 
at least 50% of the Subordinated Debt remains 
outstanding. The Company shall have its finan­
cial statements audited by a firm acceptable to 
Big Bite.
Drag-Along Rights: If the Board and the holders of a majority of the 
shares of common stock (voting as a single class) then 
outstanding approve a sale of the Company (an 
“Approved Sale”), each holder of Subordinated Debt 
and Warrants shall take all necessary or desir­
able actions in connection with the consummation 
of the Approved Sale as requested by the Board, 
the holders of a majority of the shares of common 
stock or the Company; provided that (i) upon the 
consummation of the Approved Sale, each holder 
of Subordinated Debt and Common Stock shall 
receive the same form and consideration and the 
same amount of consideration; (ii) if any holders of 
a class of common stock are given an option as to 
the form and amount of consideration to be received, 
each holder of such class of common stock shall be 
given the same option; and (iii) each holder of then 
currently exercisable rights to acquire shares of a 
class of common stock shall be given an opportu­
nity to either (A) exercise such rights prior to the 
consummation of the Approved Sale and participate 
in such sale as holders of class of common stock or 
(B) upon the consummation of the Approved Sale, 
receive in exchange for such rights consideration 
equal to the amount determined by multiplying
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(1) the same amount of consideration per share of 
a class of common stock received by holders of such 
class of common stock in connection with the 
Approved Sale less the exercise price per share of 
such class of common stock of such rights to 
acquire such class of common stock by (2) the num­
ber of shares of such class of common stock repre­
sented by such rights.
Transfer Restriction: The Company will have a right of first refusal to 
any proposed sales, transfers, or another disposi­
tion by the holder(s) of the Subordinated Debt to 
competitors of the Company.
Tag-Along Rights: Subject to certain limited exceptions (including 
in connection with public sales), each holder of 
Warrants (upon exercise of Warrants) shall be 
afforded the opportunity to participate in any 
sale of shares of common stock by selling share­
holders up to its pro rata portion of the securities 
to be sold and on the same terms and conditions.
Pre-Emptive Rights: Until an IPO or an Approved Sale of the Company, 
each warrantholder shall have the right to pur­
chase on a pro rata basis (based upon the number of 
shares of common stock held by such warrantholder 
on a fully-diluted and “as-exercised” basis) any 
securities the Company may from time to time pro­
pose to issue.
Expenses: Upon consummation of the transaction as described 
in this term sheet, the Company will pay the 
expenses of the holder(s) of Subordinated Debt for 
legal fees of one counsel to the holder(s) of 
Subordinated Debt, and out-of-pocket due diligence 
expenses. Such fees and expenses will not exceed 
$150,000. The Company shall pay a deposit of 
$40,000 on execution of this term sheet. The deposit 
will be credited against the total fees and expenses 
at closing.
Voting Rights: The warrantholders will vote on an as-exercised 
basis on each item submitted to a vote of the stock­
holders of the Company.
SEC Compliance: The Company will comply with the reporting obli­
gations imposed on it by the Securities Exchange 
Act of 1934 after it completes its IPO, if ever.
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Situational Analysis
1. Assume that the percentage of Chairs To Go that Big Bite’s warrants 
would purchase has a value of $3 million at the end of five years, based 
on the projections you have prepared. How would you explain the value 
of the warrants and the interest expense so that the CEO can readily 
understand the implications?
Practitioner Response: Since you know that the exercise price of the war­
rants is nominal, you can assume that the entire $3 million of value of the 
warrants is simply additional return to Big Bite. A simple way to discuss this 
with your CEO would be to explain that this $3 million return over the five- 
year exercise term of the warrants, when considered against the aggregate 
financing of $12 million, would equate to a return of 25% over the five-year 
period, or an additional 5% per year. This calculation does not, however, 
reflect the present value of the $3 million. That is, if the warrants have a 
value of $3 million at the end of the five-year period, it may be more accurate 
to discount the $3 million back to a present value using an acceptable dis­
count rate. If the warrants have a present value of $2.2 million, then the real 
rate of return represented by the warrants in today’s dollars is approximately 
18% and, when spread over the five-year period, is more like 3.6% annually. 
This would put the all-in cost of the financing at 17.6% in present value 
terms, consisting of the current interest of 14% and the 3.6% per year repre­
sented by the warrants. You should hasten to point out to the CEO that this 
calculation does not reflect what will happen if Chairs to Go fails to pay the 
subordinated debt when due, which would increase the percentage of the 
company (and the rate of return, assuming the debt is eventually repaid) 
owned by Big Bite as its warrant position increases for each quarter the debt 
remains unpaid.
2. Given the five year window for a Liquidity Event and your knowledge of 
the CEO’s plans, how would you advise him as he negotiates with Big 
Bite on the redemption and maturity terms?
Practitioner Response: Assuming the CEO’s desire to complete an IPO in 
year five is likely to be realized, you will need to negotiate in some flexibility 
on the redemption and maturity terms without agreeing to some of the more 
punitive aspects that are now in the Term Sheet. For example, you would 
want to consider negotiating for a six-year term, rather than a five-year term. 
Since Big Bite obviously tied the exercise period of its warrants to the term 
of the debt, a good negotiating strategy would be to offer an extension of the 
warrant exercise period in exchange for the one-year extension. You would 
obviously want to negotiate for the rachet clause to take effect at the end of 
year six, rather than year five, to negate its effect while the loan remains out­
standing and current. You could offer Big Bite a faster “rachet” upward of 
their ownership percentage after year six if Chairs to Go had not repaid the 
debt at the end of year six.
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3. What is your opinion of Big Bite’s liquidation preference and anti-dilu­
tion protections? How would you cut back on their proposed rights if the 
CEO told you to go and negotiate with them on these points?
Practitioner Response: The liquidation preference is somewhat outra­
geous since it not only gives Big Bite the value of its subordinated debt back 
before the common stockholders realize any return, but includes the deemed 
value of the warrants on an as-converted basis. This raises several issues 
that would need to be explored with Big Bite, such as what date would be 
used to arrive at the deemed value, whether the value would be an average 
over a period of time, and what formula or standard would be used to calcu­
late the deemed value. In other words, in a liquidation scenario, one could 
assume that the as-converted value of the warrants could be quite small if the 
common stock had little value. However, if the corporation was liquidated at 
a price well above book value, the common stock might have considerable 
value. The question that would need to be resolved in the term sheet or defin­
itive agreement would be whether liquidation value would be equal to fair 
market value, book value, or some combination, and the means by which 
value would be established if not readily apparent. The anti-dilution provi­
sions are very restrictive as to the percentage of ownership that can be issued 
in the form of options and the minimum exercise price. A more typical range 
would be 10% to 14% of the outstanding shares issuable in the form of 
options. Also, the minimum exercise price provision could restrict Chairs to 
Go’s ability to grant a compensatory option to a new hire that wanted to 
receive options at a strike price closer to that of the current members of the 
management team. In negotiating these points, it would be wise to seek the 
right to grant additional options, even if limited on an annual basis, with 
some exercise price flexibility for a percentage of those options. The lower 
exercise price could be limited to options only for officers who are new hires, 
thus eliminating any concern on Big Bite’s part that Chairs to Go would use 
this to get below market options to its existing management. Renegotiation 
of the liquidation value of the warrant might start at the point of insisting 
that Big Bite would participate in liquidation as to its warrants on an as- 
converted basis on the same basis as the common stockholders. That is to say, 
there would be no liquidation preference above the common stock (as the 
Term Sheet currently provides), but Big Bite would participate on an as- 
converted basis equal to the common stock once the senior debt and subordi­
nated debt had been paid in full.
4. Is the transfer restriction acceptable to you? If not, why not? What about 
the pre-emptive rights? Again, if you were charged with cutting back the 
rights granted to Big Bite, what would you seek to change?
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Practitioner Response: The transfer restriction is not acceptable because 
the restriction on transfer to any competitor of Chairs to Go should be 
absolute, rather than obligating Chairs to Go to have to buy the Subordinated 
Debt back by using the right of first refusal. In the hands of a less principled 
lender, the lender could put Chairs to Go in the uncomfortable position of either 
having to buy back the debt or permit its transfer to a competitor, either 
of which would (or could) be unacceptable. The preemptive rights are 
unacceptable because they are limited to the warrantholders, of which it 
appears Big Bite is the sole such holder. Note that the way this provision is 
drafted, the warrantholders would have the right to purchase their pro rata 
share of any securities issued by Chairs to Go, meaning that this could even 
apply to senior debt, subordinated debt, or other securities issued by Chairs 
to Go. It would be appropriate to seek a time limitation on these rights and a 
limitation to a much more narrowly defined class of securities. Alternatively, 
if Chairs to Go was in a good negotiating position, you might consider nego­
tiating for an elimination of this provision altogether. If this were unattain­
able, the management team should at least seek to have the preemptive 
rights apply to the common stockholders, not just the warrantholders, so 
management and the other investors could participate in any subsequent 
rounds on the same basis as Big Bite, if they chose to do so.
5. What about the expense provision seems unusual? Would you agree to 
the voting rights and SEC compliance provisions? Why or why not?
Practitioner Response: The limitation of $150,000 on the expenses is very 
high in a financing of this nature. The deposit is also somewhat high. “Out- 
of-pocket due diligence expenses” can be used by Big Bite to recover all costs 
of travel, hotel, etc., for staff that they use to conduct due diligence which, if 
not limited, could add up to be a very sizeable amount. Some would argue 
that the voting rights provisions are unnecessary since Big Bite’s status as a 
lender provides it with more than enough power to approve or disapprove 
any material item presented to the stockholders through exercise of its pow­
ers under the restrictive covenants. This would not be an unreasonable posi­
tion to take. The other way to approach this would be to require the exercise 
of the warrants, which would obviously give Big Bite the same rights as all 
the other stockholders. With a nominal exercise price, this might be accept­
able to Big Bite, although tax considerations might impact when Big Bite 
would prefer to exercise the warrants. With respect to the SEC compliance 
clause, you should negotiate for a “best efforts” qualifier, rather than an 
absolute agreement to comply. If the definitive agreement had the language 
requested by Big Bite here in the Term Sheet, Big Bite would have a breach 
of contract action against Chairs to Go if Chairs to Go was unable to remain 
in compliance despite using its best efforts to do so.
Chapter 4: Initiating the Process: From Business Plan to Term Sheet 97
6. What would you add to this term sheet that is missing? (Hint: the added 
provision would limit rights after a certain event occurs.)
Practitioner Response: The addition of a “sunset” clause that terminates 
many of the rights of Big Bite on conclusion of an IPO would be very appro­
priate to add. Since the Subordinated Debt is to be repaid on conclusion of the 
IPO, it would be logical to eliminate Big Bite’s board representation, option 
restrictions, and voting rights, among other things.

CHAPTER 5
Compliance Issues: Disclosure 
Documents, Due Diligence, 
Financial Statements And 
Curing Prior Violations
The financing transactions that a small business corporation undertakes 
during the course of its existence are generally divisible into two broad cat­
egories: issuances of registered securities or securities exempt from regis­
tration. Registered securities are included on a registration statement that 
is filed with the Securities and Exchange Commission. Securities issued in 
exempt transactions are subject to the rules and regulations adopted by 
the SEC under the applicable provisions of the exemption. If the small 
business fails to comply with the exemption’s conditions, the consequences 
may be severe and include, but are not limited to, civil enforcement pro­
ceedings or even criminal sanctions. Accordingly, the small business must 
observe strict compliance with exemption provisions, not to mention the reg­
istration requirements under applicable forms, when concluding a financ­
ing. This Chapter is intended to highlight the areas that are commonly the 
source of compliance difficulties, in particular those associated with finan­
cial statement requirements.
As the corporation moves through the corporate life cycle and enters 
into more sophisticated financing transactions, the management team will 
often encounter investors and investment bankers that are increasingly 
knowledgeable about the small business’s industry and market due to their 
specialization in research and analysis, as well as their involvement in 
prior financings within the industry. These investors and bankers will also 
be adept at assessing the corporation’s prior compliance with the registra­
tion and exemptive provisions of the securities laws. Prior noncompliance 
that is unearthed in the course of due diligence has significant potential to
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kill a financing transaction and may force the corporation into public dis­
closure that is embarrassing at best or that, at worst, may trigger legal 
action by the SEC or private parties. While it may be tempting to stretch 
accounting and legal advice or perhaps ignore it altogether, the manage­
ment team is well advised to pay close attention to compliance issues to 
reduce the chances of incurring legal liability and to avoid the necessity of 
later disclosure that may have an enormous negative impact on the corpo­
ration. The following discussion offers suggestions on (a) preventive meas­
ures that can be taken by the management team to reduce the chances of 
compliance violations, and (b) the options available to the corporation to 
cure prior inadvertent violations.
Disclosure Documents
There are a variety of documents used to provide disclosure to investors 
prior to the closing of a financing transaction. Without overgeneralizing, 
the disclosure documents can be broken down by the type of financing 
secured by the small business, as included in Table 5.1.
Type of Financing
Private Equity Public Equity
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The following discussion elaborates on the information described in 
Table 5.1:
• Loan agreements with banks are rarely the subject of disclosure docu­
ments per se. Loan agreements that relate to larger credit facilities will 
often include disclosure in the form of exhibits to the loan agreement. 
These exhibits will most often be comprised of the following:
— Promissory note
— Compliance certificates that indicate compliance with debt service 
coverage ratios, interest coverage ratios, flow of funds coverage 
ratios, minimum tangible and/or book net worth, debt to tangible 









— List of subsidiaries
— List of collateral locations
— List of officers
— Locations at which the corporation conducts business
— An inventory of intellectual property
The last six points above constitute disclosure provided by the corpo­
ration to the bank. As might be expected, even this disclosure is primarily 
focused on the location and identification of collateral for the loan that is 
being made.
• The corporation may furnish early stage angel investors only with a sub­
scription agreement that contains little or no disclosure. While this is 
definitely not the recommended course of action, it is understandable 
that the early stage entity may have little in the way of documentation 
to furnish to the investor.
Caution. If an angel investor is willing to invest with minimal or no 
disclosure, the subscription agreement should provide the investor’s 
acknowledgment that the investor is accredited, sophisticated, able to 
fend for him/herself, and that the investor has been given the oppor­
tunity to conduct such due diligence as the investor desired to do. The 
subscription agreement should also provide that the investor had 
access to such documentation as existed and that officers and direc­
tors were made available to answer any questions that the investor 
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desired to ask. Some subscription agreements even contain indemnity 
clauses that obligate the investor to indemnify the corporation, its 
officers, and its directors from any claims related to due diligence, 
whether performed or not. While such a clause might not be enforce­
able if fraud or concealment took place, the well prepared manage­
ment team may want to consider using such a clause for protection of 
the corporation as well as its officers and directors in circumstances 
where the investor elects to conduct little or no due diligence.
• Operating and later stage angel investors, together with venture and 
private equity investors, will typically conduct their own due diligence. 
This due diligence is usually completed prior to the execution of the pur­
chase agreement. However, if due diligence is not yet completed, the 
investor will generally have in the purchase agreement a condition to 
closing that stipulates that the closing is contingent on the satisfactory 
completion of due diligence.
Caution. The use of purchase agreements with “due diligence” condi­
tions to closing can be very dangerous to the corporation. In effect, the 
purchase agreement becomes a one-sided commitment and the 
investor has a “due diligence” out from the contract. For this reason, 
many management teams will strongly prefer that the investor com­
plete its due diligence before the contract is executed. This will allow 
the corporation to retain flexibility in the financing process, at least to 
the extent enjoyed by the investor, and will avoid the situation where 
the investor claims to have suddenly uncovered facts in the course of 
due diligence that merit a reduction in the valuation before closing.
The form of the typical purchase agreement with angel, venture and 
private equity investors, as well as mezzanine financing sources, can be 
divided into five parts. These are:
• Terms of the investment;
• Representations and warranties;
• Covenants and negative covenants;
• Indemnities; and
• Miscellaneous provisions.
The investor’s own conduct of due diligence doe not mean that the cor­
poration is not required to make disclosures to the investor. Rather, what 
this means is that the investor will be asking for the corporation to make 
unqualified representations and warranties and, whenever there is an 
exception to the representation or warranty, the exception must be included 
as a schedule or exhibit to the purchase agreement. The corporation must 
carefully review each representation and warranty and, if there is an 
exception, it is imperative that the management team provides full and 
appropriate disclosure of the exception.
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Appendix H, “Series A Preferred Stock Purchase Agreement,” is a pur­
chase agreement that is typical of the form used by venture and private 
equity investors. In addition to having a schedule of exceptions to the rep­
resentations and warranties provided to the investor, the purchase agree­
ment has each of the categories described above except indemnities, which 
have been included in a separate agreement that is itself an exhibit to the 
purchase agreement. The investors’ rights agreement and the stockholder 
agreement that are also exhibits to the purchase agreement are discussed 
later in these materials.
Unlike some term sheets and full-blown private placement memoran­
dums, the disclosure required in a purchase agreement such as that in 
Appendix H is driven more by the requirements of the contract, rather than 
the applicable provisions of the securities laws. This is not to say, however, 
that an investor that is party to a purchase agreement is not entitled to the 
benefits of disclosure mandated by law. Rather, the corporation is relying on 
Section 4(2) of the Securities Act for an exemption from the registration 
requirements of the Act and Section 4(2) contains no specific informational 
requirements for the disclosure to be delivered to investors. Hence, the 
investors will use the terms of the contract to specify what information has 
been supplied (in the forms of representations and warranties and exceptions 
to the representations and warranties). Even though the contract specifies the 
disclosure required, the corporation is still subject to the anti-fraud require­
ments of the securities laws. Accordingly, if the corporation’s representations 
and warranties are correct and true, but the corporation has omitted to dis­
close information to the investor that would be material to the investor’s 
investment decision, the investor could still seek rescission of its investment or 
damages for the corporation’s failure to comply with the anti-fraud rules.
There are several key provisions in purchase agreements with 
investors that relate to due diligence and the disclosure obligations of the 
corporation:
• Note in the introduction to Section 3, entitled “Representations and 
Warranties of the Company,” that the Schedule of Exceptions must ref­
erence each individual representation and warranty to which it relates. 
In other words, blanket exceptions are not permitted!
• The introduction also states that “the Schedule of Exceptions accurately 
states in all material respects” the exception. Also, if the exception 
relates to a representation or warranty that includes a materiality 
threshold amount, the exception has to include an estimate of the 
amount that is in excess of the materiality threshold. This forces the cor­
poration to estimate its liability for amounts that are in excess of a 
materiality threshold when an exception is cited.
• Section 3.4 addresses the financial statements that, in this instance, 
were unaudited.
104 The CPA’s Guide to Small Business Financing
The exception from GAAP is noted due to the absence of financial 
statement footnotes. Had the financial statements been audited, the rep­
resentations and warranties in this section of the purchase agreement 
would have covered such issues as:
• The independence of the audit firm;
• The fact that the audited financial statements fairly present the finan­
cial position and results of operations of the corporation;
• The statements were prepared in accordance with GAAP consistently 
applied except as otherwise stated therein;
• Representations that the corporation’s system of internal accounting 
controls is sufficient to provide reasonable assurances that (i) transac­
tions are executed in accordance with management’s specific or general 
authorizations, (ii) transactions are recorded as necessary to permit the 
financial statements to be prepared in accordance with GAAP, (iii) 
accountability for assets is maintained, and (iv) recorded accountability 
for assets is compared with existing assets at reasonable intervals and 
differences are addressed; and
• Any comfort letter required to be delivered as a condition of closing has 
been delivered in a form acceptable to the investor.
Section 3.18 states the corporation is relying on Section 4(2) of the 
Securities Act for an exemption from registration, and states further that 
the corporation has not solicited offers or sales that would have required 
registration. This section of the purchase agreement is important due to its 
recitation of the exemption being relied upon, which further supports an 
investor’s case that it is entitled to the benefits of the law, including the 
anti-fraud rules, not just the contract.
Section 3.19, “Full Disclosure” is perhaps one of the most important 
provisions in the purchase agreement. This section indicates that the cor­
poration has complied with the standards of disclosure set forth in Rule 
10-b(5) of the Securities Act (“...do not contain any untrue statements of 
material fact nor omit to state a material fact...”). Again, this section merely 
recites the provisions of the law applicable to the sale of the securities, but 
by including this section in the purchase agreement, the investor has cre­
ated a contractual right, rather than merely a right under applicable law, 
to receipt of this disclosure. If the corporation fails to abide by this disclo­
sure standard, the corporation may face securities claims as well as breach 
of contract claims, due to the inclusion of this section in the contract.
Note the language in Section 5.1(m) that provides a “due diligence” out 
of the contract based upon the purchasers having completed their pre­
investment review to their satisfaction. As much as this corporation sought 
to have this provision removed from the contract, it was unsuccessful in 
doing so!
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Sophisticated investors will often include provisions in the purchase 
agreement that provide substantially as follows:
The due diligence review and investigation conducted by Investor shall 
not affect or otherwise diminish or obviate in any respect any of the 
representations or warranties of the Corporation in this Agreement.
This language is extremely important in that it may deprive the cor­
poration and the management team of a prospective “due diligence” 
defense to any claims brought by the investor. It is difficult to accept this 
language, particularly if the management team has witnessed the investor 
and its counsel conducting massive, and expensive, due diligence for which 
the corporation will be billed. On the other hand, the sophisticated investor 
will probably indicate that they have this language in each of their pur­
chase agreements and that the corporation should have no difficulty with 
the language if it has provided the investor with full disclosure.
Practice Tip. When faced with a sophisticated investor who seeks 
provisions in the purchase agreement such as that described above, 
the management team should not panic or run for the nearest alter­
native investor. Since many institutional investors operate in a sim­
ilar manner, the best thing for the management team to do is adopt 
a two-pronged plan: Disclose and Qualify.
Rule Number 1: “Disclose.”
The management team should carefully review, in conjunction with the cor­
poration’s professionals, any questionable disclosure issues and/or issues 
that arose in due diligence. If a judgment must be made about disclosure, 
the corporation should err on the side of disclosure to ensure that the 
investor is not given a prospective cause of action for rescission or damages.
Rule Number 2: “Qualify.”
Counsel to the investor or investment banker nearly always prepares the 
purchase agreement. It is not the job of the investor, the investment 
banker or counsel to an investor or investment banker to look out for the 
corporation’s interests. As a result, the purchase agreement will often lack 
the types of qualifications that must be placed in the purchase agreement 
for the protection of the corporation and to provide a sense of balance or 
fairness to the document. Qualifying representations, warranties and 
covenants is a crucial step to reaching an equitable and fair purchase 
agreement. The management team, assisted by counsel, should consider 
the language of each representation and warranty and determine where 
this language can be qualified. Typical qualifiers include language such as 
“To the best of the corporation’s knowledge...,” “known to the corpora­
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tion...,” “in all material respects...,” “is not reasonably expected to have a 
material adverse effect...,” “will result in any material obligation...” and 
similar expressions. While the use of the knowledge or materiality quali­
fiers may seem like hair splitting, the use of these terms may make the dif­
ference between legal action against the corporation or no legal action 
being filed.
• For placements to a small number of sophisticated and accredited indi­
vidual investors who are able to fend for themselves, the corporation 
may consider using an abbreviated private placement memorandum, 
sometimes referred to as a term sheet, to provide disclosure to the 
prospective investors. This “term sheet” is not merely the recitation of 
the terms of the investment that was discussed previously, but rather 
represents a truncated version of a full-blown private placement memo­
randum. This type of term sheet will frequently include:
— An introductory section that discusses the investment terms and 
summarizes the business of the corporation;
— A complete risk factors section that outlines the risks the business 
has and is expected to encounter, as well as risks associated with the 
securities offered;
— A summary dilution discussion that focuses on the ownership per­
centages, rather than net tangible book value, of the existing stock­
holders and prospective investors;
— A brief discussion of the nature of the business, competition, strategy, 
and existing operations;
— Biographies for the executive officers and directors;
— A description of the securities being offered, and any compensation 
being paid to investment banking firms or placement agents; and
— Historical financial information.
Practice Tip and Caution. One of the most common issues that 
arises in the context of this type of term sheet, as well as in the con­
text of full-blown private placements, is the question of whether or 
not to furnish projected financial information to prospective 
investors. Legal counsel will almost invariably instruct the client 
that projections should not be furnished to investors. This advice is 
sound legal advice based on the possibility that the client will be sub­
ject to later legal action if the projected financial results are not 
achieved. The theory underlying this type of action is that the cor­
poration furnished projections that it knew, or should have known, 
were incapable of being achieved, and that the investor relied on the 
projections in making its investment decision. Many early and oper­
ating stage small businesses, in particular, find their counsel’s legal 
advice difficult to follow because of the practical difficulties associated 
with the corporation not furnishing projections to prospective 
investors. In essence, the management teams of these corporations 
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subscribe to the theory that an investor will purchase the securities 
only if the investor has some idea of what the expected financial per­
formance of the corporation will be in future periods. Without pro­
jections, the investor is in the dark about whether the valuation 
established by the corporation is reasonable, whether management 
has used reasonable assumptions in establishing the projections 
(and the valuation), and what rate of return can be expected on the 
investment. Without projections, the conscientious investor would 
have to develop its own projections and attempt to “back into” the 
valuation set by the corporation in order to address some or all of 
these issues. It is rare to find individual investors who will under­
take this kind of work to justify an investment.
Members of the management team are therefore caught on the horns 
of a dilemma: if they furnish the investor with projections, they may be 
liable for failing to achieve the projected results, but if they choose not to, 
the investor may decline to make the investment. Most small businesses 
take the practical, if risky, approach of supplying projections to investors. 
Corporations that do so should seek legal advice to assist the management 
team in developing a series of disclaimers to be attached to the projections 
that, in the strongest possible terms, advise the investor NOT to rely on the 
projections in making the investment decision. A risk factor should also be 
included in the disclosure that is consistent with the series of disclaimers 
on the projections. Management may also want to consider the possibility 
of discounting its internal projections by some percentage before furnish­
ing projections to prospective investors. Building in a safety net might 
result in investors seeking a lower valuation, but may also provide some 
additional measure of protection from the “failure to achieve” argument.
Practice Tip. If the corporation is seeking investors using a term 
sheet as a disclosure document, counsel should also be consulted 
with respect to (i) what exemption the corporation will rely on when 
offering and selling the securities, and (ii) what conditions attach to 
that exemption. For example, if the corporation is going to rely on 
Section 4(2) for its exemption from the registration requirements, 
the corporation will be limited in the number of offers and sales it 
can make before it may be deemed to have engaged in a public offer­
ing. Alternatively, if the corporation is relying on Rule 504 under 
Regulation D, the offering cannot exceed $1 million in amount. Some 
states may have more restrictive conditions attached to their exemp­
tions than the federal securities laws. Management and counsel will 
need to analyze:
• Where offers and sales of the securities are expected to be, or 
are, made;
• The size of the offering;
• The status of the investors (sophisticated, accredited or neither);
• The expected number of each type of investor; and
• The other conditions that may apply to an exemption.
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This analysis is necessary to assure that the corporation is in com­
pliance with the law when offering and selling securities. As shown 
below, when a private placement (using whatever disclosure document) 
exceeds certain dollar limitations or is offered to non-accredited investors, 
specific disclosure requirements may apply to the information that is fur­
nished to investors.
Caution: Occasionally, a management team will ask—why do I care 
about compliance? As long as the investor comes out with a return 
on his/her investment, what does this matter? Unless the SEC finds 
out because someone complains, isn’t this going to be a non-issue? 
The answer, of course, is that strict compliance with the terms of the 
exemption is required or the corporation may be found to have vio­
lated the registration requirements of Section 5 of the Securities Act. 
If the corporation violated Section 5 in a private placement because 
it did not comply with the terms of the exemption, this failure may 
require the corporation to disclose in the prospectus for its IPO that 
it has potential rescission liability to investors who purchased in the 
private placement. Alternatively, the investment banker for the IPO 
may require the corporation to conduct a rescission offer in which 
investors are offered the opportunity to receive a return of their 
investment dollars in exchange for their shares. In either instance, 
the corporation that fails to strictly comply with the terms of an 
exemption may not suffer any immediate harm, but may have created 
a long-term problem that can only be fixed by the expenditure of an 
enormous amount of time, effort and resources. This is why the man­
agement team MUST care about compliance.
Management and counsel must also be aware of the following compli­
ance issues.
1. If the corporation is preparing a complete private placement memoran­
dum, the contents of the memorandum will be governed by the disclo­
sure rules that apply under the specific exemption that will be relied 
upon by the corporation. In most private fundings, a corporation will 
rely on one of the following four exemptions from the registration 
requirements of the Securities Act of 1933:
— Section 4(2)
— Rule 504 under Regulation D
— Rule 505 under Regulation D
— Rule 506 under Regulation D
2. Section 4(2) provides that an issuer of securities may make offers and 
sales of securities that do not “involve any public offering.” This exemp­
tion is sometimes referred to as the “non-public offering” exemption. In 
Release No. 33-4552, the SEC stated that this exemption is typically uti­
lized in connection with bank loan transactions, private placements 
with institutional investors and with a few “closely related” persons.
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An interesting sidelight to the Section 4(2) exemption is that nowhere 
in the Securities Act is the term “public offering” defined. Therefore, when 
a corporation relies on Section 4(2) for an exemption, the question of 
whether or not a “public offering” has taken place becomes a facts and cir­
cumstances inquiry. In one if its earliest releases, the SEC stated that it 
would look at, among other factors, the number of offerees and their rela­
tionship to each other and the corporation, the number of securities offered, 
and the size and manner of the offering when considering if the corporation 
can rely on Section 4(2) for an exemption. The SEC focuses on whether or 
not the investors purchasing the security need the full disclosure required 
by the Securities Act to make an informed investment decision. The answer 
to this question, and the analysis of the facts and circumstances of the 
offers and sales, is best confined to qualified counsel who can undertake a 
dispassionate and independent review of the factors before sales are con­
summated that would otherwise expose the corporation to liability.
Practice Tip. Many companies that offer and sell securities pursuant 
to a private placement memorandum will disclose in the memorandum 
that they are relying on both the Section 4(2) exemption as well as 
another exemption such as Rule 506. This is acceptable, and in fact 
preferable, in those situations where the corporation might wish to 
claim the benefit of the Section 4(2) exemption if there exists a possi­
bility that the corporation might not meet the specific disclosure or 
offering limitations that apply under Rule 506. The corporation’s fail­
ure to meet the specific requirements of Rule 506 (or any other exemp­
tion) will not raise a presumption that the Section 4(2) exemption is not 
available. As a result, many issuers will cite Section 4(2) as one of the 
exemptions to be relied upon when conducting a private placement.
Rule 504 and the general conditions applicable to it:
• Permit a corporation to make offers and sales to an unlimited number of 
offerees and purchasers of its securities so long as the amount raised 
does not exceed $1 million.
• Provide that offers and sales made more than six months before or more 
than six months after the exempt offering are not counted toward the $1 
million limitation so long as there are no additional sales during such 
six month periods (excluding employee benefit plans).
• Apply to offers and sales of securities by companies that are not
—Reporting companies under the 1934 Act,
—Investment companies, and
—Blind pool companies.
• Require that the corporation not engage in any general solicitation or 
advertising unless the offering is registered in a state or states that permit 
registered Rule 504 offerings or unless sales are made solely to accredited 
investors in states that permit general solicitation or advertising.
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• Do not require any specific information be furnished to purchasers.
Practice Tip. Occasionally the well informed client will ask why 
the corporation should prepare a private placement memorandum 
relating to an offering that does not exceed $1 million when Rule 
504 states that no specific disclosure is required. The answer, of 
course, is that the anti-fraud rules still apply and, to the extent 
that material facts are undisclosed or misrepresented, the sale of 
securities to an investor may create a right of rescission or to 
receive damages.
Rule 505 and the general conditions applicable to it provide an exemp­
tion for the sale of up to $5 million in securities, subject to the following:
• The same prohibition on sales during the six months before and after 
the exempt offering as is described under Rule 504;
• No more than 35 purchasers (excluding accredited investors; note that 
special rules apply to entities and whether they count as one purchaser);
• No general solicitation or advertising by the issuer;
• Excludes offerings by investment companies; and
• If sales are made to non-accredited investors, the issuer must deliver to 
those investors (and for anti-fraud compliance, should deliver the same 
information to accredited investors) specific disclosure and financial 
statements that are described below.
Practice Tip. What is an accredited investor? Generally speaking, 
an accredited investor is:
— A bank, brokerage firm, business development company, invest­
ment company, or employee benefit plan or trust with assets 
exceeding $5 million;
— A natural person with a net worth of over $1 million or a joint net 
worth with that person’s spouse of over $1 million;
— A natural person who had individual income of over $200,000 in 
each of the last two years, or joint income with a spouse of over 
$300,000 for the most recent two years, and who reasonably 
expects to reach that income level in the current year; and
— Any entity in which the equity owners are accredited.
Rule 506 is similar in most material respects to Rule 505, except that 
Rule 506 has no upper limitation on the amount being raised. Also, Rule 
506 requires non-accredited purchasers to have sufficient knowledge and 
experience in financial or business matters so as to be capable of evaluating 
the merits and risks of the proposed investment (or to use a purchaser rep­
resentative that meets these criteria). The wording of Rule 506 is somewhat 
more favorable to an issuer than Rule 505 because offers and sales in com­
pliance with Rule 506 are “deemed to be transactions not involving a public 
offering within the meaning of Section 4(2)” of the Securities Act. As dis­
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cussed above, many issuers rely on both Section 4(2) and Rule 506 when 
offering securities in an effort to avail themselves of the “safe harbor” under 
Rule 506, as well as to provide some “backup” exemptive protection in case 
there is some inadvertent violation of the requirements of Rule 506.
What Specific Disclosure Must Be Provided in the 
Memorandum for a Private Offering Exempt Under 
Rule 505 or 506?
Specific disclosure and financial statements that must be delivered to 
investors are described below.
• For nonfinancial information, the corporation must provide the same 
information it would provide in a registration statement that it is eligible 
to use (e.g., if the corporation were a small business, it would provide the 
information required by Form SB-2, rather than S-l). The one exception 
to this is that if the corporation is eligible to use Regulation A, it can 
provide the information required by Part II of Form 1-A.
• For financial statement information, a nonpublic domestic corporation 
must provide the following:
— For offerings of up to $2 million, the corporation must provide the 
financial information required by Item 310 of Regulation SB, except 
that the balance sheet must be audited to within 120 days of the 
start of the offering;
— For offerings up to $7.5 million, the financial statements must be 
equivalent to those contained in an SB-2 registration statement; and
— For offerings over $7.5 million, the financial statements must be in 
the form required in a registration statement that the corporation is 
entitled to file with the SEC.
All of the foregoing information must be provided to the investor at a 
reasonable time prior to the sale.
Note. The rules pertaining to Rules 505 and 506 offerings do have a 
provision that permits the corporation to deliver only an audited balance 
sheet dated within 120 days of the start of the offering if obtaining com­
plete audited financial statements would result in unreasonable effort or 
expense. Reliance on this provision should be avoided for obvious reasons, 
including the likelihood that a determination of what is unreasonable 
effort or expense is likely to be challenged if the corporation is unsuccess­
ful and the investor stands to lose his or her investment.
Practice Tip. Regulation D also provides that the corporation is not 
required to provide any of the foregoing information if sales are 
made only to accredited investors.
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Typical Compliance Violations in Private Offerings
The most common compliance violations in private offerings occur in three cat­
egories: first, providing inadequate or incomplete disclosure to investors; second, 
the making of sales to non-accredited investors in “accredited investor only” 
offerings; and third, sales in violation of state blue sky laws. Although other vio­
lations can occur, these are the most common issues that generally surface 
when a sophisticated investor, investment banker, or regulator delves into 
the corporation’s prior financings.
Inadequate or Incomplete Disclosure
While this issue is usually entity-specific, the corporation can avoid many of 
the problems caused by inadequate or incomplete disclosure by using quali­
fied counsel and auditors to review proposed disclosure and revise as neces­
sary. This process may be time consuming and more expensive than “home 
grown” disclosure, but the benefits are obvious when counsel and auditors are 
acting as “gatekeepers” to ensure that the offering materials comply with the 
applicable rule. In particular, when an abbreviated memorandum or term 
sheet is used, the counsel and auditors will be responsible for determining the 
scope of necessary disclosure and assuring that the truncated disclosure still 
complies with the applicable disclosure standards. In those instances where a 
complete private placement memorandum is being prepared, the use of qual­
ified counsel and auditors is particularly important if the corporation’s secu­
rities are intended to be sold in so-called “merit review” states where regula­
tors review and comment upon the proposed form of disclosure.
Most “merit review” state regulators have a well-developed sense of 
what a private placement memorandum should include, not to mention 
familiarity with applicable rules and regulations. The presence of opinions 
of qualified counsel and auditors within a well-prepared document that 
demonstrates full disclosure and compliance with applicable disclosure 
standards will have a positive impact on the reviewer at the state level and 
may, in fact, result in shorter review and turnaround times. Although the 
SEC does not review private offering materials prior to, or during, a pri­
vate offering, the Staff at the Commission will occasionally request a copy 
of prior disclosure documents at the time that a corporation files a regis­
tration statement for its IPO. Again, the ability to furnish the Staff with 
well-prepared disclosure documents will create a positive impact on the 
Staff's perception of the corporation and its prior fund-raising activities.
Sales to Non-Accredited Investors in “Accredited Investor 
Only” Offerings
This issue most often arises when a corporation makes sales of securities 
in reliance on Rule 505 or 506 in accredited investor only offerings. As ref-
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erenced above, the specific disclosure requirements of Rules 505 and 506 
do not apply if the corporation sells its securities only to accredited 
investors. If sales are made to non-accredited investors, the specific disclo­
sure must have been provided or the corporation will clearly have failed to 
comply with the terms of Rule 505 or 506. Accordingly, when a corporation 
is making sales of securities in an accredited investor only offering, it is 
imperative that the management team and counsel review subscription 
agreements and ensure that the investors meet the applicable accredited 
investor criteria before the subscription is accepted or a closing occurs.
Regulation D does indicate that an insignificant failure to comply with 
the terms of an exemption thereunder does not deprive the corporation of 
the benefit of the exemption. Regulation D also states that only “a good 
faith and reasonable attempt” is required to comply with the applicable 
Rule. In the context of sales to a non-accredited investor, it is likely that if 
the corporation had in its possession a subscription agreement in which the 
investor had not indicated that he or she was accredited, the good faith 
requirement could not be met. On the other hand, the corporation is not 
required to hire a private detective or conduct credit searches to verify that 
an investor is accredited. An example that is less clear is where an investor 
indicates that he/she is accredited, but describes their occupation as 
“retired schoolteacher” or “retired,” in which case the corporation would be 
well advised to make some further inquiry. While “good faith” and “rea­
sonable attempt” are not defined terms, case law has allowed courts to 
develop bases for finding the existence or absence of good faith or reason­
ableness. Again, corporations that are engaging in a private offering 
should carefully review subscription documents and should discuss with 
counsel any purchasers about which any doubt exists as to their accredited 
status or, if required, their financial sophistication.
Sales in Violation of State Blue Sky Laws
Unlike the SEC, which only requires that a Form D be filed within 15 days 
after the first sale in an offering, state securities laws often require the fil­
ing of claims of exemption, consents to service of process and offering mate­
rials (where required) before sales are made within that state. In some 
states, a late or omitted filing may make an exemption unavailable, mean­
ing that unless an alternative exemption can be identified, the corporation 
may have violated that state’s securities laws. Other states have provisions 
that permit a late, curative filing to be made, or permit a corporation to 
make its filing after the sale has occurred. Although many states adopted 
exemptions that are identical or similar to those in Regulation D, the lack 
of uniformity among the states as to the availability and terms of applica­
ble exemptions means that the corporation must be very careful to consult 
counsel about each state in which the offer and sale of securities is expected 
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to be made before doing so! Given advance notice, such counsel can 
research the required filings, due dates, applicable fees, and alternative 
exemptions that may be available within a particular state, and assist the 
corporation in determining the appropriate means of making offers and 
sales and complying with any limitations that exist within that state.
Practice Tip. Some states have exemptive language that provides 
that the exemption within that state is subject to a maximum limita­
tion in the number of offers or sales within or outside of that state. This 
type of exemption usually applies to small offerings to less than 10 or 
15 purchasers, but may apply to larger offerings that might otherwise 
be exempt under federal law as described in Regulation D. While the 
ability to enforce a limitation outside of the state jurisdiction might be 
questionable, most corporations will want to be aware of any such lim­
itations, as well as whether any alternative exemptions can be relied 
upon, before making offers and sales that place the corporation in the 
position of having lost a particular exemption in a state.
Problems After the Fact
Like the astronaut in space who discovers only after liftoff that a critical 
piece of equipment is missing, the typical problems described are often not 
discovered until after the fact. And, like the astronaut who has only 
limited means of addressing an equipment problem out in space and may 
now be facing a mission failure, the corporation may find itself the subject 
of regulatory or legal action based on prior compliance violations that may 
endanger a public offering or sale of the business. Too late, this prompts 
the management team to ask the obvious questions: Why didn’t we know 
about this earlier? What could we have done to prevent this? And, what do 
we do now?
Perhaps one context in which these issues can be examined is to note 
that the management team should be aware that a compliance violation 
may be discovered in a variety of ways. As noted earlier, due diligence 
teams from larger investment banking firms, and their counsel, will gener­
ally undertake a careful analysis of the corporation’s compliance with fed­
eral and state exemptions in prior offerings. Discovery may come when 
incomplete subscription documents, or documents that on their face contra­
dict an available exemption, are reviewed and analyzed by these independ­
ent parties. Other means by which violations may come to light include:
• The SEC asks to see prior offering materials and something in those 
materials seems to contradict the corporation’s registration statement 
which, in Part II, must describe prior exempt offerings and the exemp­
tions that were relied upon;
• The corporation files its registration statement with a state (as required 
by the registration provisions of that state’s laws pertaining to public 
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offerings) and the state regulators review Part II and ask whether any 
of the prior offerings were made in that state and, if so, the exemption 
that was relied upon;
• A disgruntled ex-employee or dissatisfied stockholder goes to a state 
regulator and complains about the corporation, and the state regulator 
reviews the state’s files and finds that the corporation never made any 
filings with respect to a prior offering in the state;
• A potential investor who is solicited to purchase securities by the corpo­
ration or a brokerage firm forwards the offering material to regulators; or
• Federal or state securities enforcement personnel that monitor offerings 
made over the Web and Internet chat rooms learn about an offering that 
seems to justify further inquiry.
These types of events take place regularly and are mentioned here to 
emphasize for industry personnel and practitioners that management 
must be informed of the fact that noncompliance might appear to be an 
option in a particular state or offering, but will inevitably arise in later sit­
uations that will potentially be much more harmful to the corporation. So, 
like our astronaut, the corporation should make sure it is fully prepared for 
its mission before it starts out.
How Could the Corporation Have Avoided
Compliance Violations?
If knowledge is power, then an experienced management team that is 
aware of the impact of securities laws on the corporation and its future 
financing activities has the power to avoid missteps that may adversely 
impact the corporation. If a particular management team is inexperienced 
in these areas, the management team should secure advice from profes­
sionals who are intimately familiar with these issues. Just knowing of the 
typical compliance violations that are outlined above will help many man­
agement teams have a greater appreciation of the importance of compli­
ance. In cases where state securities law issues are anticipated to arise, the 
corporation might even go so far as to hire local “blue sky” counsel to work 
with the corporation’s general counsel and assist in securing a prompt and 
hopefully favorable resolution of any issues that relate to the availability 
of an exemption in a state.
Another good rule to operate by is that “disclosure cures all.” If a cor­
poration is undertaking a private offering and one of the officers has an old 
personal bankruptcy or old criminal violation that is technically not sub­
ject to disclosure, the corporation may take the position, and the profes­
sionals may concur, that disclosure is not required. The SEC and state reg­
ulators have taken the position, however, that in spite of the fact that a 
matter does not meet the threshold for disclosure due to time limitations or 
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dollar amounts, disclosure may still be required if the issue is material. 
Like SAB 99, the determination of materiality is not just a quantitative 
analysis, but requires examination of an issue from a qualitative stand­
point. In those instances where materiality is not clear, the application of 
the “disclosure cures all” rule mandates that the corporation resolve any 
doubts in favor of disclosure. When applied, this rule will “cure” any disclo­
sure violations by simply providing the information to investors and letting 
each investor make his/her own judgment as to whether or not to invest while 
in possession of the “negative” data. This removes the specter of later legal 
action by investors or regulators who claim that the omission of the data was 
intentional and negligent or even fraudulent, thus entitling investors to 
damages or rescission, or a regulatory agency to a civil injunction.
What to Do In Response to a Compliance Violation
Once the corporation, management team, investors or regulators become 
aware of a compliance violation in a prior private offering, the question is 
what the corporation can do in response. The context of the discovery of the 
violation has a great impact on available alternatives. For example, if an 
investment banker discovers the violation and the corporation has no 
imminent need for funding, the corporation might elect to make disclosure 
to its prior investors and merely await the expiration of the applicable 
statute of limitations. Most statutes of limitation on securities actions run 
for a one-year period from the date the investor knew, or should have 
known, of the violation. If the investors are informed of the problem and do 
not take any legal action within the allowable time, the investors will likely 
be barred from later asserting any claim based on a compliance violation. 
Alternatively, if the corporation made a sale to a single investor in a state 
in violation of that state’s blue sky law, and the investor’s shares could be 
purchased by an existing shareholder resident in another state in which 
the sale would have been permitted, the corporation might be able to 
arrange a practical solution if the investor was willing to sell his or her 
shares. Such a sale would not cure the original violation, but the disclosure 
that would then be required may be significantly more palatable to the 
management team.
Compliance violations are more typically discovered in scenarios 
where the corporation is engaged in another financing transaction and now 
must decide what course of action to take without causing the termination 
or failure of the current financing transaction. If an investment banking 
firm is involved in the current financing, it is a certainty that the invest­
ment banker will have a significant voice in determining what course of 
action the corporation will take. The other factor that will have a major 
influence on the action to be taken will be the nature of the violation. For 
example, if a compliance violation is confined to one state’s blue sky laws 
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and the state’s regulators have indicated that the nature of the violation 
(e.g., the violation involved a failure to file, rather than a sale to a non­
accredited investor) will in all likelihood not result in any action by the 
state, that violation may be cured by disclosure or, possibly, may be deter­
mined to be immaterial. Conversely, if the violation involved a failure to 
disclose specific information required by an exemption such as Rule 505 or 
Rule 506, or involved the sale of securities to a number of non-accredited 
purchasers that clearly exceeded applicable limitations, the alternatives 
open to the corporation will be much more limited. The following are the 
alternatives that must be considered in the presence of more serious com­
pliance or disclosure violations:
• Private rescission offer—A private rescission offer is merely a private 
offering to previous investors informing them of all material information 
surrounding the compliance or disclosure violation and offering them a 
return of their investment together with interest at the statutory rate. 
State law generally governs the interest rate payable in connection with 
a rescission offer and usually stipulates that a rescission offer in a state 
must remain open for 30, 60, or 90 days after the corporation provides 
the offering materials to investors who previously purchased the securi­
ties. If the investor elects to rescind, he/she will receive a return of their 
investment together with statutory interest, but will effectively forego 
any other remedies such as damages. Private rescission offers, just like 
a private placement in which capital is raised, must be exempt under 
Rule 504, Rule 505, Rule 506, or Section 4(2) (or perhaps some other 
exemption), or must themselves be registered, in which event they are 
referred to as registered rescission offers.
A private rescission offer will usually involve preparation of a complete 
private placement memorandum that focuses, in particular, on the vio­
lation that occurred and the rights of investors if they choose to rescind 
or if they elect to reconfirm their investment. The SEC and state regu­
lators consider a private rescission offer to involve an investment deci­
sion, which is the reason that an exemption must be available for a pri­
vate rescission offer. This is also the reason why a private rescission 
offering memorandum will usually provide information about the corpo­
ration that has been updated to reflect all material changes in the busi­
ness that occurred since the prior investment was made.
• Registered rescission offer—If a corporation has undertaken a series of 
private placements over several years, and information was omitted or 
blue sky compliance was not undertaken in each offering, the corpora­
tion might have rescission liability that extends over several place­
ments. In this event, an exemption might not be available to the corpo­
ration to make a rescission offer to the investors and, consequently, the 
corporation may have no choice but to register the rescission offer with 
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the SEC and the states in which the rescission offer will be made. This 
involves filing a registration statement on the form the business is per­
mitted to use in order to register the securities that will be offered to 
those investors that reconfirm their prior purchase of the corporation’s 
securities. Those that do not reconfirm are entitled to receive a return of 
their investment, together with statutory interest, as in the case of a pri­
vate rescission offer. Registered rescission offers are expensive, time 
consuming, and will generate lengthy and detailed reviews at the state 
and federal level.
• Disclosure of rescission liability—The other alternative open to a corpo­
ration that discovers a prior disclosure or compliance violation is to 
merely disclose to the current (rather than previous) investors the exis­
tence of the violation and the fact that the corporation may have a con­
tingent liability to such investors. In a very real sense, this is the ulti­
mate embodiment of the “disclosure cures all” maxim. That is, the cor­
poration is disclosing to current investors a previous violation that may 
result in prior investors having some contingent rights of rescission or 
for damages if they elect to act on the violations. This disclosure is typ­
ically made in the Risk Factors, Management’s Discussion and Analysis 
of Financial Condition and Results of Operations, Business—Legal 
Proceedings, and Description of Securities sections of a registration 
statement. The financial statements will show the amount subject to 
rescission above the stockholders’ equity section of the balance sheet as 
“Common Stock Subject to Rescission” or under Commitments and 
Contingencies with a similar title.
Why Would a Corporation Choose to Merely Disclose 
a Rescission Obligation Rather Than Curing the 
Contingency by Offering Rescission to the Investors?
Two reasons behind the corporation’s disclosure could be:
1. The corporation lacks sufficient funds to pay the rescission obligation if 
all the investors entitled to rescind elect to do so. In these circum­
stances, the SEC has taken the position that the corporation is not able 
to consummate the rescission offer and, therefore, the corporation can­
not make the offer equally to all investors. This is arguably a form of 
misrepresentation to the investors if the corporation cannot fund the 
rescission offer.
2. The time it would take to undertake and complete a rescission offer, par­
ticularly a registered rescission offer, can be a real obstacle to trying to 
conduct a rescission offer when the corporation is trying to complete 
another financing. The impact of this issue is multiplied by the fact that 
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a corporation cannot conduct any type of rescission offer while the cor­
poration is in registration with, for example, an IPO. If the corporation 
elected to offer rescission to investors in a prior private offering after the 
corporation had already filed a registration statement for its public 
offering, the corporation would first have to withdraw the registration 
statement, then proceed with the rescission offer and, after closing that 
offer, re-file its registration statement. The time and expense of this 
process would be overwhelming, to say the least.
Summary
The form of disclosure documents used by a corporation in a financing 
transaction can range from a simple subscription agreement to a complex 
and lengthy purchase agreement or private placement memorandum. 
Documentation will, however, always be oriented to providing complete 
and meaningful disclosure to investors in a customary form, whether by 
exhibit and schedule or by integrated disclosure. The management team 
needs to carefully analyze, with the assistance of the corporation’s profes­
sionals, the optimum form of disclosure, the determination of whether to 
include projections, and how the corporation will offer and sell the securi­
ties in compliance with available federal and state exemptions. Once the 
form of disclosure and exemption have been determined, the management 
team must consider both the general (anti-fraud) and specific disclosure 
requirements that apply and ensure that the corporation has a disclosure 
and sales plan in place with which it can comply. This means considering 
specific exemptions, federal and state filing requirements, purchaser and 
dollar limitations, when the corporation intends to conduct its next financ­
ing, and the implications of applicable state blue sky laws and how they 
may affect the offering. The need for compliance with federal and state 
securities laws when making a private offering is amply demonstrated 
when one considers the problems that arise from violations that are detected 
after the placement has been concluded. Rather than playing Russian 
roulette with securities regulators, the corporation is far better off by 
avoiding compliance violations, providing comprehensive disclosure, and 
utilizing professionals who can assist the corporation in achieving and 
monitoring the compliance effort. Whether the corporation deals with a 
compliance or disclosure violation by means of additional disclosure or a 
rescission offer, the cost and time associated with the issues arising from a 
prior violation and any “cure” can be much more painful than the effort 
needed to ensure compliance today.
*     
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Case Study: Client Meeting Preparation
Clients are coming in for an advisory meeting on compliance issues prior to 
their meetings with several potential institutional investors. They need to 
understand what investors look for, what financial disclosure statements 
are required, and what mistakes to avoid. Here are some common questions 
and scenarios derived from the Chapter reading. How would you respond?
Situational Analysis
1. What are the five parts of a typical purchase agreement with a private 
equity group? Which of these parts is most important in conveying dis­
closure to a potential investor? How is this disclosure usually made?
Practitioner Response: The five parts of the typical purchase agreement 
are (1) terms of the investment, (2) representations and warranties, (3) 
covenants (negative and positive), (4) indemnities, and (5) miscellaneous pro­
visions. The most important provisions that convey disclosure to potential 
investors are the representations and warranties and the exceptions to those 
representations and warranties. This disclosure is usually made in the form 
of schedules or exhibits to the purchase agreement.
2. What is a due diligence “out” and how does it work? If you are part of the 
corporation’s management team, how would you suggest the corporation 
approach such a clause when negotiating with an investor?
Practitioner Response: A due diligence “out” is a provision in the purchase 
agreement that permits an investor to terminate the agreement without lia­
bility to the small business if the investor finds the due diligence (or some 
portion thereof) to be unacceptable. When negotiating for the small business, 
you want to either (1) have the investor complete all of its due diligence 
before executing definitive agreements, in which case there would be no rea­
son for a due diligence out, or (2) narrow the outstanding due diligence to two 
or three issues that could be specifically described in the definitive agreement 
as being the only areas, if found to be unsatisfactory in the purchaser’s rea­
sonable judgment (rather than sole discretion), that would entitle the pur­
chaser to terminate the purchase agreement.
3. What does it mean to “qualify” a representation or warranty? What are 
the most common forms of qualifying a representation or warranty?
Practitioner Response: Qualifying a representation or warranty means 
limiting its scope or meaning in a way that protects the small business. The most 
common form of qualifications are the use of terms such as “material,” “to the best 
knowledge” and similar terms that communicate a limitation in the representa­
tion or warranty. Dollar limitations are also used to establish materiality thresh­
olds beneath which the representation and warranty does not apply.
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4. If a corporation is not registering its securities, what forms of exemption 
might the corporation rely on? Can a corporation rely on more than one 
exemption? If a corporation has a federal exemption to offer and sell 
securities, must it also have a state exemption to offer and sell securi­
ties in a particular state?
Practitioner Response: The corporation that is not registering its securi­
ties may rely on exemptions from registration such as Regulation D (Rule 
504, 505 and 506), Regulation A, or Section 4(2) of the Securities Act of 1933. 
A corporation can rely on more than one exemption if it meets the require­
ments of each of the exemptions. A corporation with a federal exemption 
must still have a state exemption available if it intends to sell securities in a 
state. The state filing and notice requirements are often different from fed­
eral provisions and are not uniform. Therefore, the small business manage­
ment team has to be very careful not to rely on a federal exemption without 
investigating, and complying with, applicable state exemptions.
5. What are the two most common means of determining that an individ­
ual investor is accredited?
Practitioner Response: The two most common tests for determining 
whether an investor is accredited are (1) the net worth test ($1 million or 
more), and (2) income of over $200,000 in each of the last two years, and who 
reasonably expects to exceed that amount in the current year, or joint income 
of over $300,000 in the same periods.
6. What are the three ways that a corporation can deal with a prior com­
pliance violation? Which method is the fastest and least expensive? Is 
this method more risky than the two others? Why or why not?
Practitioner Response: The three methods of addressing a prior compli­
ance violation are: (1) conduct a private rescission offer, (2) conduct a regis­
tered rescission offer, and (3) disclose the potential rescission liability. The 
fastest and least expensive method is to simply disclose the existence of the 
potential rescission liability. This method is more risky than the other means 
of addressing a prior compliance violation since the disclosure will (1) put 
prior investors on notice that they may have a claim against the corporation, 
(2) put regulators on notice of the prior violations, and (3) may result in 
investment bankers determining not to proceed with an offering due to the 




The issues that are “mission critical” to both parties in a financing trans­




• Issues related to employment, stockholder and registration rights agree­
ments;
• Corporate governance; and
• Other investment terms.
If the small business management team is to avoid a “flame out” of 
the transaction that is attributable to one of these issues, it needs to antic­
ipate what may arise and develop well reasoned and persuasive responses 
that directly address the issue(s). This process is not merely one of 
responding to issues as they are raised, but knowing the strengths and 
weaknesses of the corporation’s position before the issue becomes a “deal 
killer.” This is particularly true in the context of due diligence, where the 
axiom “know thyself’ is of utmost importance. The well-prepared man­
agement team will have established a proper foundation for investor due 
diligence by, among other things, reviewing and casting a critical eye on 
the corporation’s own due diligence. Having done so, the management 
team and its professionals should conduct “corporate cleanup” so that the 
corporate and financial records are as complete and accurate as the small 
business’s resources will allow before a due diligence package is ever fur­
nished to a prospective investor.
Many investors will also use employment, stockholder and registra­
tion rights agreements to introduce new terms into a prospective invest­
ment that often present “deal killing” issues. Since many term sheets and 
letters of intent do not address, or address in only a limited fashion, the 
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issues covered in these agreements, the management team must anticipate 
that at least some of the topics in these agreements will be raised. Once 
again, professionals who can prepare the management team for what to 
expect, and officers who know what to anticipate, will be those that are the 
most valued members of the corporation’s financing team. These will also 
be the individuals who raise “deal killing” issues well before they reach the 
stage of having caused the termination of the financing.
Typical Disagreements on, and Negotiating Strategies 
for, “Mission Critical” Issues
Valuation
Once the investor has performed its valuation analysis, it is a safe 
assumption that the investor will run financial models that understate 
the corporation’s projections by 20% or more. Moreover, the investor may 
have adjusted the metrics that underlie the model to bring the metrics 
more in line with what the investor believes to be achievable. In either 
case, the valuation will reflect a lower enterprise value than manage­
ment’s own models.
Strategy I
Ask the investor to share their valuation with the management team and 
attempt to ascertain what adjustments the investor made within its model 
of the projections. Many investors are willing to share their model with the 
management team. Once management has ascertained the differences in 
assumptions or metrics that have been incorporated in the model, it should 
marshal its arguments as to why the model is too conservative or demon­
strate where the assumptions used are inconsistent with industry or cor­
poration-specific metrics. Superior knowledge of the business and its met­
rics will pay dividends!
Strategy II
If the investor and the management team are both comfortable with 
the basic criteria used in the valuation model but the management 
team is still concerned about the valuation that is the end product, give 
serious consideration to negotiating for an equity claw-back that will 
allow management to increase its ownership percentage if the corpo­
ration meets designated financial objectives. Alternatively, if the cor­
poration has already put into place a stock option plan, good advance 
planning would dictate that the board of directors would grant stock 
options to the management team before undertaking a financing 
transaction. If the investor treats the stock options as stock equiva-
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lents, the management team might consider suggesting a vesting 
schedule for the options that is tied to the corporation meeting finan­
cial objectives. The end result will be similar to an equity claw-back 
but will not cause any adverse tax consequences that may result from 
an earn-out of stock.
Strategy III
In the context of a public offering, valuation discussions will be framed by 
the “comps,” or valuations of other comparable public companies. Careful 
review of the comps used by the investment banking firm and an evalua­
tion of other comps either in the small business’s industry or a similar one 
may yield examples of comps that were not considered by the banker. 
Again, the management team may also seek to increase the effective valu­
ation by having stock options in place or granting additional options at or 
near the offering price. This enables the insiders to argue that the higher 
priced options, in effect, are not dilutive to the public. (Although not dilu­
tive from a price perspective, keep in mind that the banker will argue that 
the options are dilutive to earnings per share when considered as an equity 
equivalent.) While not ideal, an option position may allow the insiders to 
“claw back” some of their hard-earned ownership. Performance escrows 
that terminate on the corporation achieving financial benchmarks or at the 
end of a seven-year period can be functional equivalents to additional 
option grants, but without the attendant financial and tax consequences 
for the corporation or the insiders, respectively.
Due Diligence
The due diligence performed by investors and investment bankers is 
clearly corporation-specific, but can be summarized under the following 
broad categories:
• Operational
— Business model: manufacturing, service, distribution or other;
— Products or services provided;
— Growth drivers and strategy;
— Industry or market studies and surveys;
— Sales and marketing channels and methods;
— Suppliers and customers;
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• Financial
— Tax filings, disputes and policies;
— Liquidity sources, current and projected, and prior financings;
— Borrowings, collateral, and security preferences;
— Information technology and systems;
— Allocation of intangible assets;
— Contingent and other known liabilities, including environmental 
issues; and
— Capital equipment and expenditures.
• Legal
— Charter instruments;
— Actions or consents of the board and stockholders, and agreements 
of all varieties;
— Pending or threatened litigation;
— Transactions such as acquisitions, dispositions, mergers, asset 
purchases;
— Indemnification, hold harmless, and guarantees; and
— Classes and attributes of capital stock.
• Personnel
— Board and committee composition, as well as qualifications;
— Officers and their qualifications;
— Background investigations;
— Compensation paid and payable under plans;
— Ownership interest and other incentives for performance;






— E-distribution or e-sales; and
— E-employee recruiting.
• Outside Stakeholders
— Stockholdings and ownership of warrants, rights or options;
— Relationships with customers, suppliers, professionals, and stock­
holders;
— Capital structure;
— Exit strategies or undertakings;
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— Investor relations practices and press releases; and
— Expansion possibilities through consolidation.
Assuming that the corporation has elected to prepare a complete due 
diligence package for delivery to an investor with which it has entered into 
a term sheet, the overall strategy should be to anticipate problem areas 
and address them before the due diligence is delivered. The following are 
some suggested preparatory steps that should be considered in this regard:
Step I
Adopting the investment banking theory that “its the jockey, not the horse”, 
make an unbiased assessment of the management team and its weaknesses. 
Are there holes in the organizational chart? If so, investors will identify 
those holes and that information may be used to justify a reduction in val­
uation or change in terms. A well-prepared management team will have 
identified the holes in the organization chart and may have secured “soft” 
commitments from prospective hires to join the corporation on the closing 
of funding. This approach accomplishes two objectives: it tells the investor 
that management knows where it is weak, and shows both a willingness 
and commitment to address that weakness prior to the investor’s raising 
the issue. In some instances, prospective employees may also consent to the 
corporation including a “no name” biography in the business plan that sum­
marizes the experience and qualifications of the prospective employee with­
out identifying him or her. This is clearly the best alternative for the small 
business, as it can then describe the quality of the pending hire in the busi­
ness plan that is submitted to prospective investors.
Step II
The chief financial officer and/or controller should review the management 
letter from the audit firm or should ask an outside accounting firm to 
review the corporation’s accounting policies and procedures. This review 
should be undertaken to identify weaknesses in advance of due diligence 
by an investor. If the corporation has audited financial statements and has 
received one or more management letters, the management team should 
give consideration to implementing changes to policies and procedures or, 
at a minimum, committing to purchase or lease software or hardware 
resources that will be needed to do so.
Again, this commitment can be made “subject to funding,” if the cash 
is not available to do so before closing.
Step III
“Corporate cleanup” is a common term used by attorneys to describe what 
in medical terms would be characterized as a complete physical exam. 
Good corporate cleanup involves a comprehensive review of legal due dili­
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gence by the corporate counsel with a view toward identifying and correct­
ing deficiencies. For example, most private companies do not make it a 
habit to document meetings of the board or stockholders, even when sig­
nificant issues are discussed. This can be corrected by reconstructing min­
utes of meetings from notes or, if no notes were taken, by preparing con­
sents in lieu of meetings that authorize the action that was taken. Counsel 
and management should review the corporation’s files to ensure that, 
among other things:
• Contracts in the corporation’s files are current, signed and in effect;
• Employee handbooks and policies are in place and address current issues 
such as discrimination, sexual harassment and drug or alcohol abuse;
• The corporation’s governing (charter) documents are current and correct;
• Current industry information and available market information or stud­
ies have been downloaded off the Internet or otherwise sourced to sup­
port the information in the business plan;
• Marketing materials are up to date and reflect only currently offered 
products or services;
• The corporation’s Web site is scrubbed of irrelevant or inaccurate infor­
mation and brought current;
• Intellectual property held by individuals has been properly assigned to 
the corporation, filings have been made, and licenses are current (both 
as to payment of license fees or royalties as well as performance);
• Any disputes with suppliers or customers are addressed and resolved to 
the extent possible;
• Credit and other financing agreements have supporting documentation 
and the corporation’s files include subscription agreements, copies of 
private placement memoranda, and federal and state notices and filings, 
including claims of exemptions;
• All licenses and authorizations from regulatory agencies necessary to con­
duct the corporation’s business are current and all fees have been paid;
• All leases and insurance policies are in effect and all rents and premi­
ums are paid current;
• Any owned real estate is held in title by the corporation, all taxes are 
current, environmental surveys have been obtained and any abatement 
work has been completed by licensed contractors with a certificate of 
completion;
• Officers, directors and principal stockholders have each completed an 
officer’s, director’s and principal stockholder’s questionnaire;
• Employment and indemnification agreements are signed and current;
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• Option grant agreements have been issued and all stockholder and 
board approvals have been obtained for option and other benefit plans;
• Documentation of related-party transactions is in place and approval of 
disinterested members of the board of directors has been obtained;
• Audit and compensation committees have been established and their 
memberships comply with applicable exchange listing requirements (or 
will do so prior to completion of IPO); and
• The corporation’s files contain copies of all press releases, other publicly 
disseminated information, and reports to the board of directors and 
stockholders.
Once counsel and the management team have completed the corporate 
cleanup, a complete set of due diligence files should be made for the corpo­
ration, its counsel, and the investor and its counsel. If prepared on a timely 
basis, the due diligence files should be ready for distribution to the investor 
and its counsel once the term sheet is executed.
Practice Tip. Part of legal due diligence encompasses a discussion 
of anti-takeover measures that the corporation should consider 
adopting prior to seeking outside funding. The management team 
should seek to update anti-takeover measures before each funding 
round or, at a minimum, confirm with counsel that the anti-takeover 
measures in place are current and still of some use. In general, most 
corporations have put the following measures in place prior to a pub­
lic funding and good planning dictates that some or all of these 
measures should be submitted for stockholder approval prior to sig­
nificant private or public financing if not previously in place. Anti­
takeover measures may include:
• Authorization of “blank series” preferred stock that can be issued 
on terms later determined by the board of directors;
• Provisions in the articles and/or bylaws that:
— Permit the board to be divided into three equal classes, with 
each class being elected to a different three-year term (referred 
to as a “staggered” or “classified” board);
— Require super-majority votes of the stockholders to remove a 
director or to effect a change in the size of the board;
— Call for significant advance notice and carefully prescribed pro­
cedures that apply if a candidate is to stand for election to the 
board and is not nominated by the board of directors;
— Limit the ability of persons other than the board or chief exec­
utive officer to call meetings of the board;
— Require a vote of the stockholders to remove a director for 
cause; and
• Once the corporation is public, the adoption of a stockholder 
rights plan that grants to each common stockholder rights to 
purchase shares of common stock at a fraction of the market price 
once the corporation receives a tender offer or proposal for a non­
negotiated change of control.
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Anti-Dilution
Anti-dilution is often cited as a “deal breaker” by venture and private 
equity groups that are generally unwilling to negotiate on this issue. 
Depending on whether the corporation has other potential investors and 
the relative negotiating positions of the parties, it is possible to negoti­
ate for certain limitations on price anti-dilution. While the management 
team may not be successful in this effort, the dramatic effect of price 
anti-dilution clauses, in particular, on the stockholders’ mandate that 
the management team at least attempt to negotiate this issue. Again, 
there are two types of anti-dilution clauses that are used in purchase 
agreements: price anti-dilution and anti-dilution clauses that take effect 
on stock splits, dividends, mergers, or other reorganizations. The latter 
type of anti-dilution clauses are customary and, while the language 
must be carefully reviewed to avoid giving unintended protection, the 
management team is best to focus its attention on any price-related anti­
dilution clauses.
Price anti-dilution clauses are triggered if the corporation sells com­
mon stock, convertible preferred stock, warrants or similar instruments 
to purchasers at a price less than that paid by the investor. In this 
event, the number of shares of common stock that the investor is entitled 
to receive on conversion of its preferred stock or on exercise of warrants 
is automatically increased by the number of shares of common stock 
necessary to reduce the effective price per share paid by the investor to 
a price equal to that paid by the most recent purchasers. Price anti­
dilution clauses can operate to the significant disadvantage of the 
corporation’s stockholders, including management, who acquired their 
shares of common stock prior to the investment by the venture or private 
equity group.






Common Stock held by founders 5,000,000 $ .50
Common Stock issued to non-founder management 1,000,000 $1.25
Common Stock issued to angel investors 750,000 $1.75
Preferred Stock issued to 
private equity group convertible 
into Common Stock on 1:1 basis 2,500,000 $3.50
Common Stock issued to new purchasers 500,000 $2.50
Common stock to be issued to 
private equity group for anti-dilution 1,000,000 $0.00
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In this example, assume that the corporation required bridge financ­
ing of $1.25 million that will be provided by the new purchasers buying the 
500,000 shares at $2.50 per share. If the corporation closes on the bridge 
financing without obtaining a waiver of the price anti-dilution clause, the 
conversion price of the preferred stock would re-set to $2.50 per share, 
entitling the private equity group to receive 3.5 million shares of common 
stock, rather than 2.5 million. This would increase the total outstanding 
shares on conversion of the preferred stock to 10,750,000 shares, with the 
result that the founders’ ownership would have been reduced to 46.5% 
instead of remaining at over 50%. Therefore, the founders would not only 
have lost voting control of the corporation, but the effective price of the 
bridge financing would have far exceeded what management may have 
planned for.
Practice Tip. There are a number of variations in price anti-dilu­
tion clauses that can be negotiated that are less injurious to existing 
shareholders’ interests than the example outlined above. Consider 
the following strategies when faced with an investor that is insisting 
on this type of protection.
Strategy I
Rather than granting the investor price anti-dilution that commences 
immediately or that is triggered on any sale below the investor’s price, man­
agement should seek to limit price anti-dilution to sales commencing after 
expiration of one year. The argument that management can advance is that 
this type of modification will provide protection against the long-term dilu­
tion about which the investor is justifiably concerned, without adversely 
impacting the corporations ability to raise additional capital. This is par­
ticularly true if the corporation finds itself in the position of requiring addi­
tional capital in the short term and is able to secure funding at a price rea­
sonably close to that paid by the private equity investor. Management 
should also note that the existence of the price anti-dilution clause could 
discourage another prospective investor from investing in the corporation if 
the prospective investor focuses on what effect its investment will have on 
the prior investor’s position. It is not uncommon for prospective investors to 
ask that prior investors waive a price anti-dilution clause, particularly if 
the prior investor has no further funding commitments and the corporation 
is in dire need of the additional capital. Hence, providing some reasonable 
parameters as to the scope and application of the price anti-dilution clause 
may be critical to the success of the corporation’s future funding efforts.
Strategy II
A different variation on a straight price anti-dilution clause is for the cor­
poration to provide protection against dilution in ownership percentage, 
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rather than price, if sales are made at a level below that paid by the 
investor. This is technically not price anti-dilution, but this type of protec­
tion can use sales of equity at a price below that paid by a prior investor as 
a trigger for the issuance of “anti-dilution” shares. For example, if this type 
of protection had been extended to the private equity group in the hypo­
thetical given above, the sale of the 500,000 shares to the new purchasers 
would have increased the total outstanding shares to 9.75 million. Based 
on the private equity group’s ownership of 27.03% of the total outstanding 
shares prior to the sale of the 500,000 shares, the “ownership percentage ” 
anti-dilution clause would entitle the investor to receive an additional 
135,000 shares if the newly issued shares are sold for a price less than that 
paid by the private equity group. By reducing the number of “anti-dilution” 
shares issued from the 1 million shares described in the prior example to 
135,000 shares, it is obvious that “ownership percentage maintenance” 
anti-dilution is much more favorable to the other stockholders and much 
less favorable to the investor holding anti-dilution rights. The use of this 
strategy enables the management team to argue that the investor has not 
had its ownership diluted, which ostensibly is the prior investor’s concern, 
while avoiding the severe consequences to all of the other stockholders who 
would be penalized by the effects of a full price anti-dilution clause.
Strategy III
Although the “just say no” strategy is likely a non-starter with sophisti­
cated institutional investors, management of the small business may con­
sider arguing that price anti-dilution is unnecessary if the investor has 
performed its valuation work and is comfortable with the valuation of the 
equity at the time it is purchased. In other words, if the business model can 
be executed only with additional capital, and that capital is to be invested 
at a lower valuation than prior sales, the decrease in valuation may be con­
sistent with a changing risk profile for the business. This change does not 
necessarily mean that management did not execute on its plan, but could 
reflect changing industry or market conditions. Of course, the difficulty 
with this argument is that the investor will attribute a failure to execute 
the business plan to management, regardless of whether other factors 
influenced results of operations, and will want management to “feel the 
pain” of the lower valuation. Management might consider proposing a pro­
portional anti-dilution clause that provides limited price protection that 
increases as the price decreases. In other words, if a subsequent sale of 
equity is made within 20% of the investor’s price, there would be no pro­
tection; if the subsequent sale is made between 20% and 30% of the 
investor’s price, the investor would receive 50% anti-dilution coverage; and 
if the subsequent sale was made at a price more than 30% below the 
investor’s price, there would be full anti-dilution coverage.
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Employment, Stockholder, and Registration
Rights Agreements
These agreements are often the source of contentious issues that can derail 
any financing transaction. Appendix I, “Executive Employment 
Agreement,” and Appendix J, “Stockholders Agreement,” contain a sample 
employment agreement and a sample stockholder agreement in forms that 
are customary in venture and private equity transactions. Appendix K, 
“Registration Rights Agreement,” is a sample registration rights agree­
ment. These Appendices contain the provisions that are highlighted below. 
The reader should keep in mind that while these samples are typical “real 
life” agreements, variations in the nature of the transaction or in the nego­
tiated terms may cause the form and content to vary somewhat from that 
presented in the Appendices.
The following are some of the more common issues that may arise 
when dealing with these agreements:
• Employment I: Investors will generally want the key members of the 
management team to have employment agreements in place. This 
involves designating key members, sometimes a touchy subject if new 
officers will be hired following the closing of the financing. Moreover, dif­
ferences in the terms of employment agreements offered to executive 
officers may likewise trigger disagreements with the investor or perhaps 
among members of the management team. The duration of employment 
agreements can similarly raise issues that relate to differences among 
members of the management team or a difference in the views of man­
agement and the investor.
• Employment II: Termination clauses and severance provisions also 
cause disputes both within and outside of the management team. While 
it is customary to provide for termination for cause, provisions that per­
mit termination without cause may cause some officers to question the 
longevity of their employment with the corporation. The existence of 
“without cause” termination clauses will usually, at a minimum, result 
in the officers seeking more lengthy severance payment terms as pro­
tection against termination without adequate cause.
• Employment III: The employment agreement typically contains the non­
compete, confidentiality and non-solicitation obligations of the officer 
that prevent the officer from engaging in competition with the corpora­
tion, using corporate information, or soliciting corporate employees for 
subsequent employment. These provisions may have a direct impact on 
the ability of the officer to make a living and, therefore, are often the 
subject of considerable negotiation.
• Employment IV: Appendix I, “Executive Employment Agreement,” also 
contains, among other things:
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— A provision in paragraph 3 concerning relocation obligations of the 
executive;
— An “evergreen” provision (see paragraph 4) that automatically 
extends the term of the employment agreement for additional one- 
year periods as the executive completes each year of service, a very 
desirable clause from the officer’s individual perspective;
— Provisions in paragraph 7 that obligate the corporation to reimburse 
the executive for his legal fees unless the executive is the losing 
party in an action adverse to the corporation; and
— A carefully drawn definition of what constitutes “cause” for termina­
tion (see paragraph 13(b)).
• Stockholder I: Once the issue of termination of employment is raised, 
the next most likely issue that will need to be addressed is the disposi­
tion of stock and/or options held by members of the management team 
who are no longer actively employed by the corporation. This issue is 
usually addressed in the stockholder agreement, and typically involves 
the grant of a right of first refusal to existing stockholders, or perhaps to 
existing stockholders and the new investor, under which they have the 
right to purchase the ex-officer’s shares. The purchase price sometimes 
is based upon a formula, but may permit either party to set a value that, 
if not agreed to by the other party, entitles the selling shareholder to 
retain either an investment banking firm or accounting firm to establish 
a valuation for the shares. If that valuation is unacceptable to the 
purchasing party, the stockholder agreement usually provides for the 
purchasing party to obtain a valuation. The two valuation firms then 
select a third firm whose valuation will control for purposes of estab­
lishing the sale price.
• Stockholder II: The stockholder agreement will also contain:
• Restrictions that prohibit the transfer of securities to persons not a 
party to the stockholder agreement and descriptions of any permitted 
transfers;
• Provisions that permit each stockholder, including the new investor, to 
participate pro rata in the purchase of shares that a selling stockholder, 
departing officer, or the estate of a deceased stockholder may want to sell;
• The “tag-along” and “drag-along” rights that permit, or obligate, a sell­
ing shareholder or the corporation to participate in a sale of shares to a 
third party;
• Preemptive rights that permit existing investors to purchase, on a pro 
rata basis based on their percentage ownership of the corporation, any 
additional securities issued (with certain exceptions);
• Provisions concerning the obligation of the stockholders to vote for cer­
tain board members, or their designees;
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• Grants of proxies to the board of directors that permit the board to vote 
the shares of any permitted transferee of a stockholder that is a party to 
the stockholder agreement; and
• Sunset provisions that specify when the various restrictions imposed by 
the stockholder agreement, or the entire agreement, are no longer binding.
Practice Tip. Assuming the investor has negotiated for tag-along 
rights in any sale of shares by members of the management team or 
founders, the management team should be negotiating for drag- 
along rights so that the investor could not stand in the way of a pro­
posed sale. Most investors will condition exercise of drag-along 
rights by the corporation on the corporation meeting some minimum 
value in the sale transaction (e.g., at least a value to the investor 
that is equal to the liquidation value). This is not unreasonable given 
the fact that the investor’s capital contributed to an increase in 
enterprise value that should be reflected in the sale price. The man­
agement team may also consider negotiating for a clause in the 
stockholder agreement that would permit a sale (and exercise of the 
drag-along rights) if a minimum of 66% or 75% of the holders of the 
preferred stock voted in favor of the sale. If the preferred stock is 
being sold to multiple investors, this clause may facilitate a sale and 
exercise of the drag-along rights when a super-majority of the 
investors, but not all, can be convinced of the benefits of the sale. The 
burden of securing a unanimous vote may prove too much if one or 
two preferred stock investors are reluctant to agree to a sale for rea­
sons that may or may not be related to the sale.
• Registration Rights Agreement I: The registration rights agreement is 
designed to facilitate the investor registering and selling its shares into 
the public market once the corporation has completed its IPO. The typ­
ical agreement comes into effect once the corporation completes the IPO 
and extends for a period through the earlier of sale of all of the regis­
tered securities, until the remaining securities can be sold under Rule 
144, or until the passage of two years.
• Registration Rights Agreement II: Note the following provisions of 
Appendix K, “Registration Rights Agreement:”
— The investor is granted under paragraph 2 both demand and “piggy­
back” registration rights, including two open demand rights, three 
demand rights using an S-3 registration statement, and unlimited 
piggyback rights, all at the corporation’s expense. This can get 
expensive and, therefore, the management team must be careful 
about how far it is willing to go in granting registration rights!
— The cash penalty provision that is contained in paragraph 2.2(a). 
This clause obligates the corporation to pay a cash penalty to the 
holders of the registration rights if the corporation is unable to 
obtain a timely declaration of effectiveness from the SEC once it files 
a registration statement.
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Practice Tip. This type of clause may be very costly if unexpected 
events intervene in the registration process and, when negotiating 
the registration rights agreement, the management team should 
seek plenty of time to obtain a grant of effectiveness.
• The language in paragraph 2.3 that allows the corporation to give the 
holder notice of suspension, under which the holder agrees to suspend 
sales of securities for up to 90 days in any 12-month period. This clause 
can be used to suspend sales when, for example, a corporation has an 
acquisition pending and requires time to update the prospectus to 
include the financial statements of the acquired concern.
• The corporation’s undertaking to timely file all of its reports under the 
1934 Act so as to enable the holders to make sales under Rule 144.
• The “most favored nation” clause that is carefully hidden in paragraph 
3(k) just above the signature page. This language provides a great ben­
efit to the investor that is somewhat akin to price anti-dilution, in that 
the investor is given the right to benefit from more favorable registra­
tion rights granted to other investors that participate in the financing.
Practice Tip. The management team should exercise caution if this 
language applies to subsequent private financings as later investors 
may negotiate for more favorable rights than those granted in prior 
rounds of financing.
Practice Tip. The following are a few additional strategies that 
management may wish to consider when negotiating registration 
rights agreements.
• Demand registration rights exercisable within one year of the IPO are 
typically expensive since the corporation pays all costs associated with 
the registration of the investor’s securities and the corporation cannot 
yet use a Form S-3 to register the securities. Once the one-year period 
has passed, many investors will seek unlimited registration of their 
securities. If possible, the management team should negotiate for a 
strict limitation on exercise of registration rights during the first year 
and a limit on the number of subsequent demand registrations. Since 
piggyback rights are exercisable if the corporation is registering securi­
ties for its own account, the expense of registering the investor’s securi­
ties should be negligible if they are “piggybacked” onto another regis­
tration statement. Again, the management team might consider limit­
ing the number of demand or piggyback registrations once the investor 
has received a return of invested capital or, alternatively, might negoti­
ate for some cost participation by the investor in later registrations.
• Generally speaking, an investor will be entitled to a return of invested 
capital first before the common stockholders receive any portion of the 
proceeds of the sale of the business. This is not normally the subject of 
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negotiation, at least from the investor’s point of view. The management 
team should, however, focus on registration or sale rights that the 
investor seeks in conjunction with the IPO. The management team 
should expect that the investment bankers will want the investor to 
enter into a lock-up agreement for some minimum period after comple­
tion of the IPO. Anticipating this, the management team might want to 
negotiate for a clause to be placed in the stockholder agreement that 
commits the investor to executing a lock-up agreement on terms identi­
cal to those imposed on the officers and directors. The management team 
should be leery of committing to a registration of the investor’s securities 
in the IPO due to regulatory concerns as well as the impact such regis­
tration could have on the marketability of the corporation’s securities.
Corporate Governance and Other Investment Terms
The stockholder agreement and the purchase agreement generally contain 
restrictions on, or provisions concerning, corporate governance. As noted 
above, the typical stockholder agreement grants the investor the right to 
appoint one or more members to the board of directors. Venture and pri­
vate equity firms will many times seek to negotiate for a rachet clause that 
will increase their representation on the board of directors if the corpora­
tion fails to meet previously agreed-upon performance objectives. Angel 
investors and mezzanine lenders may negotiate for the right to have an 
observer attend board meetings, but rarely are given contractual rights to 
appoint members of the board.
Venture and private equity investors, as well as mezzanine investors 
or lenders, usually have provisions built into their purchase or loan agree­
ments that obligate the corporation to obtain approval of 51%, to as much 
as 75%, of the holders of the preferred stock or mezzanine financing before:
• Engaging in transactions that would affect the priority of the security 
held by the investor;
• Amending charter documents in a way that would adversely affect the 
rights of the investor;
• Issuing options or warrants to employees in excess of designated limits;
• Engaging in related-party transactions without approval of disinter­
ested directors;
• Being party to a change of control transaction; or
• Paying dividends or distributions to any securityholders.
Banks often place some of these provisions in their loan agreements as 
well, although banks are usually unconcerned with dilution caused by 
issuance of options. These provisions (examples of which appear in 
Appendix A, “Sample Term Sheet for Preferred Stock Purchase by Venture 
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or Private Equity Investor,” in clause IV and in Appendix C, “Senior 
Subordinated Debt (Mezzanine) Term Sheet,” on page 188) are referred to 
as negative or restrictive covenants. So long as these covenants remain 
effective, they may significantly restrict, or even eliminate, the ability of 
the board of directors or the stockholders to engage in the described activ­
ities or transactions.
Practice Tip. Given the nature of the restrictions imposed by 
negative covenants, the management team should concentrate its 
efforts in the area of corporate governance on reducing, to the extent 
possible, the percentage vote required to approve the activities or 
transactions in question. Alternatively, management might consider 
negotiating for a time limit on the effect of some negative covenants 
that would be tied to the retirement of a portion of the loan or to the 
redemption or conversion of a portion of the preferred stock.
The following are some miscellaneous issues that relate to corporate 
governance and other investment terms:
• Voting rights given to the holder of preferred stock are rarely negotiable 
and usually allow the investor to vote on an “as-converted” basis. In addi­
tion, the rank of the preferred stock is fixed and will not be negotiable 
from the investor’s point of view. The liquidation preference is also sacro­
sanct and difficult to argue against since the investor will take the posi­
tion that the liquidation preference is the investor’s only “security” if the 
corporation is not successful. Rather than attempting to negotiate these 
generally non-negotiable issues, the management team might seek to 
“turn the tables” on the investor by asking for the opportunity to co-invest 
alongside the investor on the same terms. If the management team does 
not possess the financial resources to purchase preferred stock using cash, 
the management team might seek to invest through issuance of preferred 
stock for services. While there are obvious tax consequences to this, 
restrictions on the transferability of the preferred stock may affect the 
valuation of the preferred stock for purposes of calculating any tax due.
• Most investors will insist that the corporation have audited financial 
statements completed prior to the closing, although occasionally an early 
stage corporation with limited operations may be able to negotiate for 
the delivery of audited statements only on a post-closing basis. Because 
many banks require the small business to provide audited financial 
statements as a condition to renewal of revolving credit agreements, 
management should plan ahead and arrange for an audit before this 
becomes an issue.
• The early or operating stage business that needs to conserve cash should 
consider a PIK that is payable in preferred stock or additional debt 
instruments such as debentures. If the preferred stock is convertible and 
Chapter 6: “Deal Breaker” Issues 139
dilution is a concern, suggest that the corporation he given the option to 
pay interest in cash or a promissory note that becomes convertible if not 
retired by a date certain. In this fashion, if the corporation is successful 
in generating excess cash, it can be used to reduce dilution that would 
otherwise be experienced by the stockholders and management team.
• Since most investors will negotiate to have the corporation pay the 
investor’s expenses and the majority of these expenses are legal fees 
incurred in preparation of the investment documents, it is often a good 
idea to negotiate for a cap on the legal fees above which the investor will 
have to pay the expenses of its counsel. Some investors will permit the 
corporation’s counsel to prepare the first draft of the investment docu­
ments, although other investors will insist that their form of documents 
be used and that their counsel prepare the first drafts.
Summary
As the corporation heads toward closing of a financing, the “deal breaking” 
issues that we have reviewed will often “rear their ugly heads.” Critical 
issues such as valuation, due diligence, and anti-dilution must be under­
stood and evaluated and, to the extent possible, the impact of these issues 
on the corporation should be limited where practicable. Investors and mez­
zanine lenders may use employment, stockholder, and registration rights 
agreements to import new terms into a transaction or may use these agree­
ments to expand their rights in ways that are not addressed in the term 
sheet or letter of intent. Again, a careful reading of these agreements, and 
negotiation of some of the more onerous terms, will be necessary. The 
management team should be aware that investment and loan documents 
contain negative covenants and other provisions that will operate to the 
corporation’s disadvantage, and be prepared to advance proposals, or sug­
gest alternative formulations, that will let the investor or lender know that 
the management team has done its homework.
*     
Case Study: Client Meeting Preparation
An investor has approached clients with a financing opportunity. It could be 
finalized quickly and would have broad implications for their corporation. They 
have requested an advisory meeting to discuss the potential deal breakers, and 
also to understand their rights and obligations under the proposed agreement, 
both now and moving forward. Here are some common questions and scenarios 
derived from the Chapter reading. How would you respond?
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Situational Analysis
1. What steps should the management team take to prepare for a discus­
sion of valuation with prospective investors?
Practitioner Response: The management team should first seek to obtain the 
valuation model that has been prepared by a prospective investor. This will allow 
the management team to evaluate what changes in metrics or assumptions have 
been made and that have affected the valuation. The management team should 
also be familiar with valuations of public and private companies within the small 
business’s industry and those metrics that the market or investors are most 
focused upon when valuing the corporation. Researching and understanding valua­
tion models within the small business’s industry is one of the most important steps 
management can take in educating and preparing itself for valuation discussions.
2. What are the most important subjects that management should 
consider when conducting a “self analysis” of the corporation?
Practitioner Response: The most important subjects to be considering in 
analyzing the corporation are the operational and other aspects of due dili­
gence. The broad categories of due diligence listed in the Chapter provide a 
framework for the analysis that should be conducted by management before 
an investor has even been contacted. In summary, management should con­
sider and evaluate operational, financial, legal, personnel, e-business, and 
outside stakeholders when performing the “self-analysis.”
3. How does price anti-dilution affect the interest of stockholders, other 
than an investor with this protection?
Practitioner Response: Price anti-dilution clauses can greatly dilute the 
interest of stockholders who are not beneficiaries of the anti-dilution clause. 
As the conversion or exercise price is adjusted downward, the investor who 
has price anti-dilution protection will receive more shares for the same aggre­
gate investment once the shares are converted or the warrants exercised.
4. What is a “most favored nation” clause in a registration rights agree­
ment? Why should management be concerned about such a clause?
Practitioner Response: A “most favored nation” clause in a registration rights 
agreement provides that if the corporation grants registration rights in a financing 
(or sometimes with respect to subsequent financings) that are more favorable than 
those granted to the investor in question, the investor will automatically be granted 
(or its registration rights will be deemed to have been automatically upgraded) 
registration rights equal to the most favorable rights granted to another investor. 
Management should be concerned about this clause since investors with consider­
ably less invested, or with significantly less bargaining power, may be automati­
cally vested with much broader (and more expensive) registration rights that 
are secured by larger investors that participate in a later round of financing.
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5. In negotiating your own employment agreement with a financial investor, 
what protections should you seek in your agreement? What issues will the 
financial investor raise? How would you respond to these issues?
Practitioner Response: You should be focused on negotiating termination 
and severance provisions, as these are your protection from being jobless and 
having no means of supporting yourself and your dependents. The definition 
of “termination for cause” and the circumstances under which you will receive 
severance are critical. This is not to say that the duration of the contract, the 
description of your responsibilities, to whom you report, the compensation you 
will receive and your benefits are unimportant, but these provisions usually 
receive attention more readily. The financial investor will want to discuss 
these provisions, termination and severance, non-compete and non-solicita- 
tion, and provisions for the assignment of intellectual property developed by 
you during your employment. Since no one will be able to secure all the pro­
visions that he/she would like, an effective approach might be to rank the 
issues in a hierarchy that allows you to focus on the really important issues 
without being distracted by some of the less important ones.
6. Are voting rights and liquidation preferences negotiable with a financial 
investor? Why or why not?
Practitioner Response: Voting rights and liquidation preferences are rarely 
negotiable with a financial investor. These rights are jealously guarded by the 
financial investor because (1) the voting rights provide the investor with the 
means to veto transactions outside the ordinary course of business, and (2) the 
liquidation preference provides a measure of protection to the financial investor 
if the corporation is unsuccessful. The liquidation preference also places the 
investor ahead of common stockholders such as management in the event of a 
bankruptcy or reorganization, which is not only beneficial from a financial point 
of view, but may entitle the investor to a greater voice (as a secured creditor) in 
the decision making process that follows. For these reasons, management should 
not waste much time or effort in negotiating these points.
7. What investor expenses should the corporation expect to pay when deal­
ing with an institutional investor?
Practitioner Response: The corporation should be expecting to pay the 
investor’s legal fees (up to some predetermined amount), collateral audit 
expenses, and perhaps out-of-pocket expenses up to a predetermined amount. 
In unusual situations, the corporation might be asked to pay the costs of a 
consultant or expert required to evaluate a technology, a review of intellec­
tual property rights by intellectual property counsel, or other third-party 
expenses incurred as a result of the financing.

CHAPTER 7
Documenting the Financing 
Through Closing
Having surmounted many obstacles to reach this point, the small business 
corporation is now poised to conclude a financing transaction. While due 
diligence is likely to be ongoing as the purchase agreement is drafted and 
negotiated, the management team will likely be focusing its energies on 
understanding the import of various portions of the purchase agreement 
and working with the corporation’s professionals to limit the impact of 
these provisions on the corporation. The purchase agreement can be gen­
erally divided into five parts that will each be reviewed in more detail in 
the following discussion:
• A description of the amount and terms of the investment or credit facility;
• Historical information that is covered by representations and warranties;
• Forward-looking information addressed by covenants;
• Exceptions described in schedules and exhibits; and
• Descriptions of defaults, remedies, and indemnities.
Assuming the corporation has performed its own comprehensive due 
diligence, or if disclosure issues are surfaced in the course of due diligence 
by the investor or investment banker, the management team must now 
prepare disclosure schedules or exhibits that fully inform the investor of 
the nature of the exception to the representation, warranty, or covenant. In 
the context of a public offering, the development of this type of information 
may require disclosure in the prospectus if the issue is material or meets 
the materiality threshold contained in the applicable rule or regulation.
Disclosure on the face of the financial statements or footnote disclo­
sure may also be required. No matter what form the disclosure takes, it is 
important to note that how the disclosure is worded may be more impor­
tant than the fact of disclosure itself. This is particularly true in purchase
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agreements when the management team is faced with disclosure of facts 
that might have a negative impact on the investor’s perception of the fund­
ing transaction or trigger a re-negotiation of the terms of the financing.
The other topic covered in this discussion deals with defaults and the 
remedies available in the purchase agreement to the financing provider. A 
number of these provisions may impose individual obligations on the man­
agement team or may empower the investor to effect a change in manage­
ment if designated objectives are not met. In addition, the corporation may 
become obligated to indemnify and hold harmless the investor, raising 
issues of when indemnity obligations arise and to what extent the corpo­
ration may have exposure to third parties or stockholders. As the financial 
consequences of these provisions may be serious, the management team 
must fully comprehend the extent to which the corporation has assumed 
financial responsibility when agreeing to these types of provisions.
Equity and Debt Purchase Agreements
As referred to previously, Appendix H, “Series A Preferred Stock Purchase 
Agreement,” to these materials is a prototypical purchase agreement used 
by venture firms and private equity groups. Appendix L, “Subordinated 
Loan Agreement,” is a prototypical debt financing agreement in the form of 
a $30 million mezzanine financing. If the reader compares these two 
Appendices, it will be clear that the two agreements share a number of 
common attributes, as most financing documents do. The following high­
lights some of the similarities and differences in these documents:
• After addressing the definitions in Appendix L, both agreements then 
set forth the terms of the financing that will be undertaken;
• Article III and Section 3 of both agreements contain the representations 
and warranties of the company;
• Appendix L next sets forth the affirmative and negative covenants, most 
of which (excepting the financial ratios) are addressed in the equity 
financing in Appendix J, “Stockholders Agreement;”
• Appendix L then addresses subordination of the mezzanine financing; 
the description of the rank of the securities being issued pursuant to 
Appendix H is within the Restated Certificate of Incorporation and the 
Stockholders Agreement;
• Appendix H has representations and warranties of the purchasers of 
equity for purposes of securities compliance, while Appendix L has an 
operations section and description of the Agent’s ability to act on behalf 
of all the lenders;
• Article X of Appendix L and Sections 2 and 5 of Appendix H address clos­
ing conditions and mechanics; and
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• Each agreement concludes with miscellaneous issues that consider 
issues such as amendments, disputes, applicable law, expenses, and suc­
cessors and assigns.
Representations and Warranties
Representations and warranties are historical statements of fact or prom­
ises that a certain condition exists. Most investors and lenders prepare rep­
resentations and warranties without qualification; that is, the representa­
tions and warranties are made unconditionally. This is the reason that 
management and counsel will spend significant time seeking to qualify the 
representations and warranties with knowledge, materiality or dollar 
thresholds. This is especially important when default or indemnity clauses 
are triggered by a breach of a representation or warranty, since the quali­
fier may be what avoids a lawsuit between the parties. For example, if the 
corporation represents that it is not in default with respect to any material 
contracts, the existence of a default in a small contract not material to the 
business that comes to management’s attention only after the closing will 
not trigger a default or a right to indemnity for the investor or lender.
Representations and warranties are generally more comprehensive in 
equity financing documents than in debt financing documents. This is due 
to the fact that a lender usually has more bargaining power and is able to 
impose more covenants as a condition to the loan, rather than merely 
obtaining historical information through representations and warranties. 
To some extent, this reflects the fact that lenders are more oriented to what 
the corporation will do after the loan is made, while equity investors are 
more concerned with whether the historical facts are correct and can be 
relied upon when making the investment decision. This is also reflective of 
the fact that the risk profile sought by lenders is significantly different 
from that of an equity investor.
Examples of representations and warranties given in an equity financ­
ing appear in Section 3 of Appendix H. Again, since equity investors are 
particularly used to obtaining comprehensive representations and war­
ranties, the focus of the management team should be on how to qualify the 
representations and warranties, rather than trying to eliminate them.
Covenants
Covenants relate to future events, rather than historical events. As illus­
trated in Appendix L, there are both affirmative and negative covenants in 
a loan agreement. The covenants in Appendix J are referred to generically, 
but include both affirmative and negative covenants. As is obvious from 
their labels, affirmative covenants speak to what the corporation agrees to 
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do in the future, while negative covenants tell what the corporation will not 
do. Negative covenants normally remain in effect until expiration of a spec­
ified time frame or until approval of a minimum percentage of the holders of 
equity or debt instruments. Negative covenants generally prohibit the con­
summation of mergers, acquisitions, or similar corporate transactions, dis­
tributions, dividends, issuance of debt or equity instruments, sale of assets, 
transactions with affiliates, or capital expenditures over permitted amounts.
Affirmative covenants typically remain in effect for the life of a debt 
financing, while affirmative covenants in equity documents normally 
remain in effect until equity holders have disposed of a specified percent­
age of their holdings or a liquidity event occurs such as a public offering or 
sale. Affirmative covenants include the obligation to deliver financial 
statements, have audits performed, future compliance with financial 
ratios, and maintenance of such items as insurance, licenses, supply or cus­
tomer agreements, compliance with laws, and stockholdings.
One of the more common issues that is addressed through covenants is 
the maintenance of control by management. This issue is key to equity and 
debt financing sources alike, since the ownership interests held in the corpora­
tion by key members of management are the primary motivating factors 
for their involvement. Here are some of the ways in which this issue is 
dealt with through covenants:
• In early stage corporations receiving equity investments, most venture 
and private equity firms will achieve their goals through insisting on a 
repurchase agreement between the corporation (or perhaps the investor) 
and the key members of management that becomes effective if the 
employee is terminated. Most members of management will negotiate 
for something less than 100% of their shares being subject to the repur­
chase right and a stipulation that the repurchase right is only exercis­
able if the employee is terminated for cause. As could be expected, the 
investor may insist on some repurchase right if the employee terminates 
his/her employment without cause, as opposed to the corporation doing 
so. The other significant issue that is addressed in this covenant is the 
valuation of the shares once they become subject to repurchase. Many 
repurchase agreements contain valuation formulas based on multiples 
of EBITDA or earnings, while others base the repurchase price on the 
most recent price paid by outside investors or a valuation arrived at by 
use of one or more outside valuation firms.
• Another mechanism used to control, but not eliminate, sales of shares by 
management are the tag-along rights that most early stage investors will 
insist upon receiving. As previously described, the tag-along right pro­
vides that if a member of the management team arranges a private sale 
of more than a set percentage of the shares he or she owns, the investor(s) 
and perhaps other insiders who are party to a stockholder agreement will 
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have the right to “tag-along” on a pro rata basis in the sale transaction. 
An example of this type of clause appears in Section 2.2 of Appendix J.
• As set forth in Section 2.1(d) of Appendix J, both management and the 
other parties to the stockholder agreement are prohibited from making 
any transfers of their shares to competitors.
• In public companies that are receiving private equity or mezzanine 
financing (sometimes referred to as PIPEs: Private Investment in Public 
Entities) the covenants typically provide that management will main­
tain ownership of not less than some designated percentage of the cor­
poration. For an example of this type of provision, see Section 4.19 of 
Appendix L. This covenant typically has some downside protection built 
in that allows management to sell a reasonable number of shares in 144 
sales or upon exercise of options. It would be highly unusual to have a 
repurchase agreement in effect such as that described above in the 
context of a public company due to the existence of a public market. The 
transfer restrictions in these types of covenants generally exclude trans­
fers made for estate planning purposes.
When the management team is negotiating the language of covenants 
with an investor or lender, the focus is usually on the means of, and time 
permitted for, covenant compliance. For example, if a corporation will com­
mence audits of its financial statements only after a financing is received, 
the management team might want to extend the time period for delivery 
of the first set of audited financial statements somewhat in order to 
allow additional time to address issues that might arise in the audit. 
Covenants that relate to limitations on acquisitions, sales of assets, capital 
expenditures and distributions or dividends can be negotiated to include 
dollar threshold limitations below which the management team will have 
flexibility and discretion to undertake these types of transactions. (For 
examples using these types of materiality thresholds, see Sections 5.10, 
5.13, and 5.16 of Appendix L.)
Covenants that require more generic qualification may require manage­
ment to use language providing that the covenant will be complied with “except 
to the extent that the failure to comply would not have a Material Adverse 
Effect” (See Section 4.15 of Appendix L for an example of a covenant that uses 
this language.) Since the definition of material adverse effect is usually some­
what general itself, the corporation may benefit from a reluctance on the part 
of investors or lenders to litigate a dispute about what constitutes a material 
adverse effect unless the event of noncompliance is clearly material. Although 
it can be argued that this type of language can benefit a lender or investor by 
allowing a default to be declared in circumstances that do not permit an objective 
determination of a default, the prominence of lender liability and controlling 
stockholder legal actions will normally act as something of a restraint on what 
otherwise might be viewed as an abuse of discretion by a lender or investor.
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A good example of this type of clause was a similar covenant in the 
merger agreement between Dynergy and Enron that permitted Dynergy to 
back out of the merger if Enron suffered a material adverse change. When 
the ratings agencies downgraded Enron’s debt to junk status, this acceler­
ated a material portion of Enron’s outstanding debt, which Dynergy inter­
preted as a material adverse change, causing it to cancel the merger. 
Enron’s suit for damages as a result of the cancellation of the merger is 
pending and it will be up to a court or jury to determine whether the events 
that happened constituted a material adverse change.
The Bottom Line. The use within covenants of materiality quali­
fiers, dollar thresholds, and notice provisions before a default can be 
declared are powerful means of building in additional flexibility and 
time for the corporation. Otherwise, the corporation might be faced 
with the prospect of having to inform the lender or investor of an 
adverse event, or even receive a notice of default.
Rights of First Refusal and Preemptive Rights
Another clause that is critical for management to focus on when undertak­
ing equity or mezzanine financing is any type of right of first refusal or pre­
emptive right. These clauses can operate to the significant disadvantage of 
the management team and/or founders, as described below:
• If an investor is granted a right of first refusal to purchase all of the 
securities offered by the corporation in the next round, the corporation 
will find it difficult to secure interest from unaffiliated investors who 
may consider it a waste of time and effort to even conduct due diligence 
once they are informed about the right. This will likely result in the val­
uation given to the corporation in the next round of financing being 
lower than it would be if the corporation could approach and interest 
more investors. If the corporation does not disclose the existence of the 
right of first refusal, any prospective investor that performs due dili­
gence, upon discovering the right of first refusal, may seek to hold the 
corporation liable for misleading the investor and causing the investor 
to incur expenses. This is particularly true if the prior round’s investor 
does exercise the right and forecloses the ability of the prospective 
investor to purchase securities of the corporation.
Solution. If the corporation is going to grant a right of first refusal, 
the right should be a right of first refusal to purchase only the 
investor’s pro rata portion of the securities offered (in other words, in 
an amount that will enable the investor to maintain its percentage 
interest in the corporation that the investor had prior to the new 
financing). In effect, this converts the right from a right of first 
refusal to an exercise of preemptive rights.
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• Preemptive rights are rights granted to an investor that enable the 
investor to purchase sufficient securities in subsequent rounds such that 
the investor will be able maintain its percentage ownership of the cor­
poration on an ongoing basis. Preemptive rights can be time limited or 
can be granted with respect to a limited number or amount of financ­
ings. For example, the corporation could issue preemptive rights that 
expire when the corporation raises an additional $10 million in financ­
ing or upon expiration of two years from the date of the initial financing.
There are two principal issues with respect to preemptive rights:
• First, if the preemptive rights are granted only to an investor and the cor­
poration undertakes two or three additional rounds of financing, the 
investor’s ownership interest will remain undiluted if it exercises the pre­
emptive rights. In this fashion, the investor almost has an equivalent to 
an anti-dilution right, the only difference being that the investor will pay 
an amount equal to the price per share paid in each subsequent round if 
it exercises its preemptive rights. Unless management and the founders 
also have preemptive rights, the problem with this scenario is that the 
investor that owns 25% of the corporation at the end of the first round will 
still possess that percentage after three rounds, and the management and 
founders may have lost effective control as their ownership is diluted.
• Second, if the management and founders negotiate for preemptive rights equiv­
alent to those granted to an investor, these rights may prove to be illusory if the 
pricing of subsequent rounds increases substantially. In other words, unless 
management and the founders have significant personal resources, they will be 
unable to maintain ownership parity with the investor that can afford to con­
tinue to exercise preemptive rights as they become available for exercise.
Solution. Avoid preemptive rights altogether but, where that is not 
possible, management should seek to impose dollar limitations or 
time limits on preemptive rights. If this proves unworkable, the man­
agement team might consider negotiating for the grant of additional 
options that would become exercisable only if an investor later exercises 
preemptive rights. If these are incentive stock options, there will be no 
tax implications for management on option exercise and the life of the 
options may be long enough to provide some meaningful dilution protec­
tion to the management team. This protection will obviously be enhanced 
if the options contain language that permits a cashless exercise.
Defaults, Indemnities or Hold Harmless
Provisions, and Remedies
Equity and debt financing agreements differ markedly in the treatment of 
a default. In a debt financing, the occurrence of an event of default will 
trigger a notice from the lender and, if the event of default is not cured, the 
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lender will accelerate the obligation in its entirety. Defaults in debt financ­
ings are classified as payment or non-payment defaults, with payment 
defaults typically having shorter notice periods and opportunities to cure 
than a non-payment default. Although breach of a representation or war­
ranty is a non-payment default, most non-payment defaults are covenant 
violations such as:
• Default in payment, or acceleration, of other loan obligations;
• Transfer or sale of collateral without the lender’s consent;
• Bankruptcy, reorganization, and similar proceedings;
• Loss of licenses or permits necessary to operate the business;
• The entry of a judgment that remains unpaid or unappealed for a des­
ignated period of time;
• Entry of consent orders or other regulatory action that adversely 
impacts the business;
• A change in control, sale of assets, merger, acquisition, or similar trans­
action; and
• Noncompliance with financial and net worth ratios.
Once a default is declared and is not cured within the notice period, a 
lender typically retains broad power to take possession and dispose of collat­
eral, foreclose on real and personal property, and may even have rights to 
operate the business pending its liquidation and wind-up. This is the primary 
reason why notice and cure time periods are so important to a borrower.
Lenders typically negotiate for and are given broad indemnity from 
the corporation for any damages and costs of all legal actions and arbitra­
tion proceedings that are related in any manner to the loan. The only 
exceptions to this indemnity are any action undertaken by the borrower to 
enforce the loan documents or the lender’s gross negligence or willful mis­
conduct. In addition, even if the corporation does not own real property, the 
lender will almost always secure a broad environmental indemnity that 
relates to the owned or leased property of the corporation.
“Default” is not a concept compatible with equity financings and reme­
dies for a so-called “default” are usually quite limited as compared to those 
afforded a lender. If an investor determines after a closing that a repre­
sentation or warranty was not true, the investor’s recourse might be 
limited to bringing the untrue statement to the attention of the board of 
directors and seeking to have the responsible officer terminated for cause. 
Because the law in some states does not permit removal of a director by the 
board even with cause, the removal of a director may not be accomplished 
without a stockholder vote. If the untrue statement was the subject of an 
opinion or report by an expert, the investor might have recourse against 
the expert. In all likelihood, however, the investor will be forced to seek a 
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negotiated resolution or initiate a legal action or arbitration to effect any 
recovery. This is one of the reasons that investors seek and obtain higher rates 
of return than lenders, and also emphasizes that the investor is much more 
dependent on due diligence (other than collateral audits) than is a lender.
It is interesting to note that the equity investor making the invest­
ment that is the subject of Appendix H elected to enter into an indemnifi­
cation agreement with the corporation that obligated the corporation to 
indemnify the investor—but only as to third-party claims (see Appendix H, 
page 233). Thus, the investor is not indemnified from covenant violations or 
breaches of representations and warranties by the corporation itself. This 
is common sense given the fact that an indemnity from the corporation 
may be meaningless to the investor if the investor’s own funds in the cor­
poration are the sole source of recovery. It would not be unreasonable to 
question the value of an indemnity agreement such as that appearing in 
Appendix H , especially in view of the fact that the investor probably has a 
net worth that far exceeds that of the corporation and any third party 
asserting a claim would ultimately be looking to the investor if the corpo­
ration has limited resources.
Penalty Clauses
When speaking of remedies in an equity financing, the most common form 
of remedies are penalty clauses. These clauses can take several forms:
• Adjustments to the conversion rate of preferred stock or convertible 
debt, or adjustments to exercise prices or terms of warrants issued in 
conjunction with an equity financing, that give the investor an increased 
ownership percentage of the corporation if the management team fails 
to exceed pre-established performance benchmarks or if the investor’s 
shares are not registered on a timely basis;
• Voting trusts or irrevocable proxies that grant the investor voting rights 
over management stock if the corporation does not meet performance 
benchmarks;
• Imposition of super-majority voting requirements that give holders 
of preferred stock a veto power over most, if not all, corporate deci­
sion-making;
• Any debt instruments that were issued in conjunction with equity may 
provide for increases in the interest rate or acceleration upon the occur­
rence of specified events;
• An automatic increase in the size of the board of directors on the occur­
rence of specified events that give the investor control of the board of 
directors; and
• Loss of unvested options or shares issuable under a claw-back if vesting 
or performance criteria are not met.
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Penalty clauses must be carefully reviewed and negotiated as a change 
in control or significant loss of value in stock or options can have an enor­
mous impact on the management team and/or founders. When tied to finan­
cial performance in particular, management should analyze worst case sce­
narios, including an inability to secure the next round of financing, in order 
to determine what degree of control or value would be lost in such event.
Preparation of Disclosure Schedules and Exhibits
As the management team and the corporation’s professionals continue 
their negotiation of the purchase agreement with the investor or lender, 
the management team must begin to develop schedules and exhibits to dis­
close exceptions, the vast majority of which will be exceptions to represen­
tations and warranties. While occasionally a covenant may be qualified by 
an exception, these exceptions are normally written into the covenant and 
not disclosed separately on a schedule. For example, if the corporation is a 
Subchapter S corporation and has covenanted that it will not make any 
distributions to stockholders except for distributions necessary to allow the 
stockholders of the corporation to pay their taxes, that exception will nor­
mally be written into the covenant. Therefore, when dealing with disclo­
sure of exceptions, the management team will be devoting a significant 
portion of its time and effort to preparation and evaluation of the disclo­
sure schedules related to exceptions to representations and warranties.
What Is an Exception and Why Is It Important?
If one thinks of representations and warranties as a protective layer of 
clothing, an exception would be akin to a hole in the clothing that exposes 
the wearer to the elements and thus draws attention to the lack of a pro­
tective covering. In a financing, the existence of an exception is important 
because it draws the attention of a lender or investor and usually causes 
the investor or lender to conduct additional due diligence about the reasons 
for the exception. In extreme cases, the investor or lender may ask the cor­
poration’s counsel or the investor or lender’s own counsel to render an opin­
ion on the issue to provide the investor or lender a level of comfort about 
the exception. Although exceptions are necessarily entity-specific, there 
are certain exceptions that seem to appear more often, such as:
• Existence of litigation in which the damages claimed exceed the dollar 
limitation for what the parties consider to be immaterial claims;
• Existence of income, sales, use, or personal property tax audits or out­
standing appeals regarding the same;
• Material changes in liabilities, assets, or debt that exceed the dollar lim­
itations in the representations and warranties;
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• Any use, storage, or disposal of substances or products that are haz­
ardous or regulated under environmental laws;
• Contracts exceeding dollar limitations and related disputes, defaults, 
and enforcement; and
• Amounts listed on accounts receivable that are disputed, denied, or sub­
ject to set-off.
Exceptions are extremely important in that (1) they will trigger addi­
tional inquiries and due diligence, (2) once disclosed, they could cause a 
lender or investor to reconsider funding, and (3) provision may be made in 
the financing documents for an adjustment in ownership percentages 
(equity financing) or additional interest or reduced borrowing availability 
(debt financing) if the exception ultimately is resolved in a manner unfa­
vorable to the corporation. For these reasons, the management team 
should be very focused on “managing” disclosure so as to minimize, to the 
extent possible, the impact of the exception on the investor or lender.
Disclosing Exceptions: The When and the How
The cardinal rule when dealing with exceptions is “avoid surprises at all 
costs.” Preparedness for all disclosures is key for management’s responses 
to be credible.
Likewise, under no circumstances should management adopt the 
approach of “caveat emptor” and wait for the investor or lender to discover 
the prospective exception during due diligence. In instances where this 
occurs and the exception is significant or may have a material adverse 
effect on the corporation if resolved against it, the investor or lender will 
usually feel they have been “sand-bagged.” As a result, the investor or 
lender will terminate the letter of intent or preliminary commitment, or 
advise the corporation that a term sheet is no longer valid. More damaging 
are situations where the investor has already executed a definitive agree­
ment that has a “due diligence” out. In this scenario, the termination often 
occurs near the time anticipated for closing and the damage to manage­
ment morale, not to mention the financial implications, can be extreme. 
Even if confidentiality agreements have been executed, once word leaks 
out that a bank or investor backed away from a transaction, the corpora­
tion may also be hard pressed to easily identify and secure an alternate 
source of financing.
Perhaps the most difficult issue to deal with in preparing disclosure 
schedules is when the corporation itself, the lender or the investor discover 
during due diligence, and for the first time, a matter that will constitute an 
exception. This is indeed a tender moment, as the future of the financing 
transaction may hang in the balance and the outcome may well depend on 
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how management responds. Although generalities in such a situation are 
rare, many investors or lenders will use such a situation to “take the meas­
ure” of management. If the issue discovered is immaterial, then schedule 
disclosure will not be required and the investor or lender will expect man­
agement to be responsive although not overly concerned. On the other hand, 
if the issue is material, the investor or lender that does not immediately exit 
the transaction may well be interested in judging how management 
responds to a crisis situation. Thoughtful and reflective analysis of the 
issue, consideration at the appropriate level of management, and imple­
mentation of an action plan to appropriately address the issue mean more 
at this time than perhaps at any other in the corporate life cycle.
Counsel to most venture and private equity groups will prepare a 
cover page for exception schedules that stipulates that disclosure of an 
issue on one schedule does not constitute disclosure on any other schedule 
that is attached to the purchase agreement. While counsel to the corpora­
tion may seek to reverse this clause, most investors and lenders insist upon 
separate disclosure of any exception. When faced with this clause, manage­
ment and the professionals are well advised to review each exception and 
all relevant representations and warranties so that the exception is repeated 
wherever appropriate. Though this may seem to be a waste of time, there is 
little to lose by repeating known information in multiple schedules.
Practice Tip. One very practical way to deal with a prospective 
exception that the management team knows will surface in the 
course of time is for management to discuss the issue with the 
investor or lender well before the investor or lender ever sees the 
first draft of the schedules. This is proper “management” of the dis­
closure and will (or should) eliminate the possibility of surprise when 
the exception appears on the schedules. This does not mean that 
management must “bare its soul” at the first meeting with a prospec­
tive investor or lender, but does mean that a discussion should be 
held about the issue when the relationship has advanced and a 
logical opportunity for disclosure presents itself.
Public Offering Disclosure
The corporation that prepares and files a registration statement for a pub­
lic offering is subject to due diligence by a number of parties, including its 
own counsel, its auditors, the investment banker, the investment banker’s 
counsel and, to a limited extent, the Commission and the exchanges. 
Neither the Commission nor the exchanges have due diligence obligations. 
However, with the broad availability of information over the Internet and 
the role of the exchanges as “gatekeepers,” both the Commission and the 
exchanges have taken a more “activist” role in questioning disclosure and 
monitoring public information about companies that are in registration. To 
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some degree, this regulatory response has developed from the perceived 
and actual use of the Internet to convey information to investors outside of 
the prospectus that may increase the market’s appetite for an offered secu­
rity. The corporation that is undertaking a public offering should carefully 
“scrub” and update its Web site, eliminate any questionable hyperlinks, 
and review disclosure and Web site information to eliminate inconsisten­
cies well before any filings are made.
When undertaking a public offering, the corporation generally exe­
cutes the underwriting agreement on or soon after the effective date of the 
offering. The underwriting agreement is negotiated with the underwriters 
well in advance of this time. Just as with purchase agreements and other 
documentation covering equity financings, the underwriting agreement 
contains representations and warranties of the corporation, covenants, 
indemnities, and the terms under which the investment bankers will pur­
chase securities from the corporation. Instead of the representations and 
warranties requiring separate disclosure schedules or exhibits, the under­
writing agreement usually states that the representation or warranty is 
made on an unqualified basis except as otherwise disclosed in the prospec­
tus and registration statement. In this fashion, the prospectus and regis­
tration statement serve dual purposes: full disclosure to investors and 
highlighting an exception from a representation and warranty set forth in 
the underwriting agreement.
In general, underwriting agreements contain many of the same types 
of representations, warranties and covenants that any other equity financ­
ing document contains. The management team and its professionals will 
therefore focus on qualifying representations and warranties and limiting 
covenants by dollar amount, time or other means. Material exceptions will 
be the subject of disclosure in the prospectus, and referenced in the under­
writing agreement as appropriate. In some instances the underwriting 
agreement will state that the corporation is in compliance with the appli­
cable representation or warranty “except as disclosed in the prospectus.” 
Hence, this provision addresses the fact that the disclosure of the exception 
has been provided in response to the contract’s requirements (that is, the 
underwriting agreement) and, if no disclosure appears on the subject mat­
ter in the prospectus, the investment banker will assume that there is no 
exception to the representation or warranty. If the investment banker is 
aware of facts to the contrary, the banker must take steps to assure that 
the matter has been given proper due diligence and, if disclosure is called 
for, that it has been provided.
The consequences of a failure to disclose information in the context of 
a public offering are far greater than those associated with a failure to dis­
close in a private financing. First, officers and directors who sign the reg­
istration statement are strictly liable for what appears in the registration 
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statement and they have no due diligence defense. In the context of a pri­
vate financing, proving knowledge of a particular fact, and the existence of 
a duty to disclose, is required before liability may be imposed. Also, a fail­
ure to disclose in the public offering will raise the prospect of class action 
lawsuits, regulatory action by the SEC or exchanges, and generally will 
carry far greater financial implications than when disclosure does not 
occur in a private financing. Although this should not be interpreted as a 
license to be less rigorous in developing disclosure schedules and exhibits 
in a private financing, the fact of the matter is that public offering disclo­
sure has far wider dissemination and potential for creating liability than 
the disclosure provided in a private financing.
One point that bears mention, and that is different from other forms 
of financing, is that the underwriting agreement provides extremely broad 
protection to the investment bankers in the form of indemnity and contri­
bution rights. The underwriting agreement typically states that the corpo­
ration will indemnify the investment bankers for every statement in the 
registration statement except information provided to the corporation in 
writing by the bankers. The underwriting agreement typically states that 
the only information provided by the bankers is the price of the shares, the 
names of the investment bankers, and the name of their counsel. As a 
result, a failure to disclose that exposes the investment bankers to liability 
will usually trigger a claim for breach of contract against the corporation 
by the investment bankers (since the underwriting agreement is really just 
a contract to purchase securities of the corporation) and a claim for indem­
nity for damages and expenses from the corporation.
If indemnity is unavailable to the investment bankers for any reason, 
the underwriting agreement usually provides for contribution by the cor­
poration and the investment bankers to any damages or expenses incurred 
by them. The measure of contribution is generally the amount of money 
received by the corporation (the net proceeds of the offering) and the 
amount received by the investment bankers (usually the commission and 
expense allowance). The result, of course, is that claims for contribution 
will most often favor the investment bankers and leave the corporation 
with the vast bulk of exposure for a failure to provide proper disclosure. 
Many would argue that this is appropriate given the fact that the prospec­
tus is the corporation’s document, not the investment bankers’. This 
ignores, however, the due diligence obligation of investment bankers and 
their counsel, which cannot be shifted to third parties. Due diligence is also 
a defense available to investment bankers and counsel, whereas the corpo­
ration has no such defense available to it.
Unfortunately, indemnity and contribution clauses are rarely the sub­
ject of significant negotiation in an underwriting agreement because the 
investment bankers hold these provisions as sacrosanct and unalterable. The 
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management team will usually be better to focus on the quality of disclosure 
in the prospectus rather than attempting to limit the corporation’s exposure 
by seeking to limit the broad reach of indemnity and contribution clauses.
Summary
The principal provisions of most equity and mezzanine financing docu­
ments are similar in that they address historical information through rep­
resentations and warranties, forward-looking information through 
covenants, and disclosure exceptions in schedules, exhibits, or full scale 
disclosure documents such as prospectuses. Loan agreements generally 
focus attention on affirmative and negative covenants that extend for the 
life of the loan or until specified goals are achieved. Indemnities are cus­
tomary in both equity and loan documents and will almost always be non- 
negotiable to a significant degree. The management team must be wary of 
penalty clauses, rights of first refusal, preemptive rights, and any special 
indemnity or contribution language and, where possible, seek to limit the 
scope or application of such rights or clauses. If non-negotiable, “fore­
warned is forearmed” may be the only way for management to consider and 
react to these types of provisions.
*     
Case Study: Client Meeting Preparation
Clients are now proceeding toward a final agreement with an investor. The 
proposed agreement has brought up issues they hadn’t previously dis­
cussed with you. They have requested an advisory meeting to discuss the 
proposed agreement in more detail and get your input on items they should 
be wary of as the negotiations continue. Here are some common questions 
and scenarios derived from the Chapter reading. How would you respond?
Situational Analysis
1. How should a corporation seek to limit the effect of negative covenants?
Practitioner Response: The effect of negative covenants can by limited by 
(1) permitting transactions or events to proceed if they fall below a predeter­
mined dollar threshold, (2) using generalized materiality thresholds, and (3) 
imposition of notice requirements to allow the corporation time to respond to 
a situation or cure an impending default.
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2. What is a PIPE? What type of investor would you expect to participate 
in a PIPE?
Practitioner Response: A PIPE is a Private Investment in a Public Entity. 
PIPEs are customarily funded by institutional investors and usually consist 
of common stock or mezzanine financings with attached warrants.
3. If you are part of a management team and are involved in negotiating 
an equity investment with an outside investor, how would you seek to 
build flexibility into the representations, warranties and covenants 
given by your employer so as to avoid an early or unintended default?
Practitioner Response: Building in flexibility means using materiality 
thresholds, qualifying language, dollar thresholds, and notice provisions to 
give the corporation some “elbow room” to conduct its operations without 
having to refer back to the investment documents every other day to ascer­
tain if it must notify the investor or lender about an issue. Notice provisions 
buy some time to respond to unanticipated events and are therefore critical 
in establishing flexibility.
4. What types of indemnities should a corporation expect to give to a 
lender? To a private equity investor? In a public offering?
Practitioner Response: The corporation should expect that lender indem­
nities will be extremely broad and will carry special environmental provi­
sions. Private investors will generally look for similar broad indemnities, but 
sometimes will only be concerned about third-party claims, as opposed to 
claims against the corporation. Unlike lenders, however, investors assume no 
environmental risk and will not appear in the chain of title, meaning that pri­
vate investors do not usually insist on the same type of broad environmental 
indemnities as will a lender. In a public offering, the corporation should 
expect to indemnify the investment bankers for what appears in the prospec­
tus and the representations and warranties in the underwriting agreement, 
except what the investment banker provides to the corporation in writing. 
This is usually specified as what appears in the “Underwriting” section of the 
prospectus and the name of the underwriter’s counsel under “Legal Matters.”
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5. When faced with an investor seeking preemptive rights to acquire later - 
offered securities, what alternatives or limitations should the corpora­
tion consider requesting?
Practitioner Response: The alternatives or limitations that the corpora­
tion should seek include (1) a grant of equal preemptive rights to manage­
ment and the other stockholders who currently own shares, (2) a dollar limi­
tation in the quantity of securities that can be purchased using preemptive 
rights, (3) a time limitation on how long the preemptive rights remain in exis­
tence, and (4) rights to grant options, the vesting of which would relate to any 
exercise of preemptive rights. If the corporation intends to conduct debt 
financing, it might seek to negotiate for an exception for warrants from the 
triggering provisions of the preemptive rights. This could be limited to those 
circumstances in which the warrants carry an exercise price of greater than 
the amount at which common stock was last sold.
6. When faced with exceptions that must appear in schedules or exhibits, 
what are some general rules to follow about when and how to disclose 
the subject matter to a prospective investor?
Practitioner Response: The best rule is to disclose early in the financing 
process. Another good rule is to have done all the necessary due diligence on 
the issue that is the subject of the exception so that a complete disclosure 
package can be furnished to the investor on request. Other rules include 
avoiding surprises, avoiding an over-reaction to an exception, and making 
sure that exceptions are mentioned in each and every schedule or exhibit as 
to which they apply.
7. How is an underwriting agreement for a public offering similar to a stock 
purchase agreement with an institutional investor? How is it different?
Practitioner Response: The underwriting agreement and the purchase 
agreement are very similar in the types of representations and warranties 
each provides to the investor or investment banker. Generally speaking, the 
covenants are also quite similar, although a purchase agreement will typi­
cally have a greater number of covenants relating to disclosure and reporting 
which, for the newly public company, is governed by the Securities Exchange 
Act of 1934. The indemnities are usually more significant and far reaching in 
the underwriting agreement since the liability associated with the public 
offering is considerably greater and the investment bankers always will seek 
to impose that liability on the corporation. Exceptions to the purchase agree­
ment appear in schedules and exhibits, while exceptions in the underwriting 
agreement are usually disclosed in the prospectus.

CHAPTER 8
Post Closing Matters: 
Communications, Covenants 
and Exit Strategies
Once the small business corporation is funded and enters the post-closing 
period, the management team must focus on managing the relationship 
with the financing source for optimum results. This typically means that 
the corporation must fulfill its reporting obligations, make an effort to keep 
the investor fully informed of material positive or negative events and, 
oftentimes, lay the groundwork for the next round of financing. How the 
corporation succeeds in this endeavor is likely to have a critical impact on 
existing or future investors making a commitment to provide additional 
funding. The well-prepared management team knows that prospective 
investors conducting their due diligence usually interview existing 
investors and that the perceptions of existing investors may carry inordi­
nate weight with prospective investors.
The Bottom Line. Although every business encounters difficulties 
in the course of its existence, it is how management responds to 
these difficulties and manages its relationships with financing 
sources through such periods that may well determine the ultimate 
success or failure of the business.
It is also during the post-closing period that management must begin to 
develop a strategic plan for refinancing maturing debt obligations and secur­
ing funding for redemption of preferred stock or warrants that carry redemp­
tion rights. Since redemption obligations are usually extinguished or dis­
charged if the corporation completes a public offering or sale transaction, 
management may be required to consider just such a liquidity event unless 
cash flow from operations is sufficient to fund the redemption or other forms 
of financing become available. Corporations that face such investor-imposed 
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deadlines are well advised to develop multiple financing options where pos­
sible in order to have a back-up plan available in the event that changing 
market conditions or industry circumstances close a particular “liquidity 
window.” This is especially true where the investor has coupled the failure 
to obtain liquidity with a penalty clause that reduces management’s control 
over the business, expands the investor’s ownership, or increases interest 
expense or the redemption premium by a punitive amount.
The Corporation’s Reporting Obligations
In equity financings other than public offerings, and in mezzanine debt 
financings, the corporation is typically subject to affirmative reporting 
covenants such as those covered in Article IV of Appendix L, “Subordinated 
Loan Agreement.” In larger financings, the required communications gen­
erally include:
• Monthly, quarterly, and annual financial statements;
• Management letters and audit reports;
• Financial covenants compliance statement;
• Notices of defaults, non-payments, suits, subpoenas, orders, lapses of 
licenses or permits, or any events that would have a material adverse 
effect on the corporation;
• Copies of reports to stockholders and government bodies, including 
reports filed with the SEC, tax returns, and pension-related filings;
• Notices of newly formed, new contributions to, or termination of, pen­
sion plans, or notices from tax authorities regarding pension plans;
• Notices of changes in location, property, assets, key members of man­
agement, or events outside the ordinary course of business; and
• Updated projections.
The reporting requirements in a straight equity offering may be con­
siderably less onerous than those described above, as one can see by com­
paring the covenants set forth in Section 3 of Appendix M, “Investors’ 
Rights Agreement,” with those in Article IV of Appendix L. The principal 
similarity is that a straight equity financing requires the same type of 
financial reporting as that given to a mezzanine lender, together with 
enhanced financial reporting to “major investors.” The primary reason for 
the less burdensome reporting covenants set forth in Appendix M is that 
the investors in that transaction were granted the right to appoint a rep­
resentative to the board of directors, as described in Section 3.5. Because 
the board of directors would presumably be aware of any of the events oth­
erwise subject to reporting covenants, the investor’s membership on the 
board of directors obviates the need for more comprehensive reporting.
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Sizeable revolving credit lines impose most, if not all, of the same 
reporting requirements on the corporation that appear in Appendix L. 
Additionally, the corporation is usually obligated to provide monthly col­
lateral reports such as accounts receivable aging, inventory certification, 
and eligible borrowing calculations based on such reports. The corporation 
may also be required to have outside firms perform collateral audits on an 
annual basis, or more frequently if industry conditions are in flux. Smaller 
revolvers often have more circumscribed reporting requirements that may 
be limited to compliance with financial ratios, collateral certifications, and 
provision of periodic financial statements.
The reporting requirements imposed on public companies derive from the 
Securities Exchange Act of 1934. These reports can be summed up as follows:
• Quarterly reports on Form 10-Q or 10-QSB;
• Annual reports on Form 10-K or 10-KSB;
• Proxy statements, information statements, and “glossy” annual reports 
to stockholders;
• Reports of current events on Form 8-K, including events reportable pur­
suant to Regulation FD; and
• Reports of individual directors, executive officers and principal stock­
holders such as Forms 3 and 4, Schedule 13D, and 144 notices of sale.
The reporting requirements imposed under the Exchange Act continue 
in effect for so long as a company remains registered under the Exchange 
Act. This is true whether the company becomes a reporting company as a 
result of completing an IPO or by filing a Form 10 registration statement 
under the Exchange Act. A company can de-register under the Exchange 
Act by filing a Form 15 once it (1) has less than 300 stockholders, or (2) has 
less than 500 stockholders and had total assets of less than $10 million as 
of the end of the three most recent fiscal years. Of course, once a company 
de-registers under the Exchange Act and ceases filing periodic reports, it 
will not meet the listing requirements of the exchanges or Nasdaq and its 
securities will no longer be eligible to trade on an exchange or Nasdaq. The 
reporting requirements imposed on directors and executive officers continue 
for so long as such persons hold their respective positions and until they 
have not been affiliated with the corporation for a period of 90 days there­
after. If such persons continue to exercise control (by shareholdings or 
otherwise) or own more than 10% of the outstanding stock of the corpora­
tion, they will continue to be subject to the reporting requirements imposed 
on principal stockholders until they no longer can exercise control or own 
less than 10% of the outstanding shares.
It is self evident that timeliness in meeting reporting obligations 
imposed by financing sources or the Exchange Act is crucial to establishing 
and maintaining the corporation’s credibility in the financing markets.
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Failure to do so will diminish management’s integrity and cause investors 
and creditors to question the very survival of the corporation. This is not to 
say that an occasional request by management of a private company for 
additional time to complete an audit or reporting function will be denied. 
However, the greater the frequency of the request, the greater the chances 
that the corporation will begin to lose trust. Public companies can request 
an extension of time for filing of a 10-Q, 10-QSB, 10-K, and 10-KSB by fil­
ing a Form 12b-25 with the Commission. The extension is limited to five 
days for quarterly filings and 15 days for annual filings. Whether or not 
misguided, many analysts have taken the position that a late filing, even 
if completed within the time period permitted by a 12b-25, is an indication 
of some difficulty in preparation of financial or other information and have 
advised their clients to sell their shares in public companies that file for an 
extension of time. With fast closings now common among most public com­
panies, there may be some logic to the position taken by these analysts, 
although in some instances a strict “sell” rule could penalize a company 
that is unable to make a timely filing for a myriad of other reasons. Hence, 
timeliness of filing Exchange Act reports is made all the more important 
when considering the implications for the corporation if several analysts 
suddenly change their recommendations to “sell.”
Investor Relations Is Especially Important for 
Private Companies
When one thinks of the term “investor relations,” it often brings to mind 
the use by the corporation of a public relations firm to disseminate press 
releases and press kits, and to help design and present “roadshows,” to 
investors, market makers, journalists, and broadcast media. Investor rela­
tions may also encompass the more generalized effort associated with cre­
ation and reinforcement of a favorable public image for the corporation and 
its products or services. Although a private company may retain a public 
relations firm for these more general purposes, it is rare for a public rela­
tions firm to be engaged in investor relations until after a public offering. 
This is typically a cost-related decision and is not incorrect. Nonetheless, 
the management team cannot forget that during the earlier stages of the 
corporate life cycle, the officers and directors will carry the burden of 
“investor relations” and that the creation or inability to achieve good 
investor relations may have a direct and substantial impact on the success 
or failure of the corporation. Put another way, receipt of the funding is not 
when the job is done; rather, that is when the job begins.
Here are some low cost suggestions about good investor relations prac­
tices that private companies may want to consider, even if an investor rep­
resentative attends board meetings:
Chapter 8: Post Closing Matters 165
• Send monthly or quarterly updates to all investors by e-mail;
• Send press releases announcing new products, customers, additions to 
the management team, and similar events to investors by e-mail;
• Provide investors with overviews of industry developments in e-newsletters;
• Hold open houses and invite investor principals and associates;
• Provide Web casts or videoconferencing question and answer update sessions;
• Forward copies of news, magazine, and trade articles to investors that 
concern the corporation; and
• Obtain customer testimonials and consents to use the testimonials in e- 
newsletters.
Dealing with the Inevitable: Negative Information
In each corporation’s life, there will come a time when the loss of an 
important customer contract, competitive development, supply chain 
interruption, cost increase, or similar event will occur. The management 
team is often caught between the desire to prevent undue damage to the 
corporation from the event, particularly if the ramifications are not yet 
known, and the need to avoid “springing” the information on investors 
who are unprepared for a negative event that may have a significant 
adverse effect on the business. As is the case with due diligence, the need 
to avoid surprises must be kept uppermost in the minds of the manage­
ment team, since presenting an investor with information “after the fact” 
can undermine the investor’s trust and faith in the management team. If 
the investor is going to be asked to participate in future financing rounds, 
or if the investor is likely to be interviewed for due diligence purposes by 
other potential investors, the investor should be accorded a high degree of 
respect and access to information. This will reinforce the perception that 
the management team is open to input from stockholders, is willing to 
share information with stockholders, and operates in an open communi­
cations environment. In some respects, operating in this manner will pre­
pare the management team for what life will be like when operating a 
public company.
Dealing with lenders is somewhat different than dealing with equity 
investors. Straight debt lenders do not have an interest in the business and 
therefore are not entitled to receive some information that might be both 
material and disclosable to equity investors. In many circumstances, the 
loss of a key customer or competitive developments would not trigger any 
type of notice requirement under applicable covenants. The management’s 
analysis should not, however, stop at the question of whether or not dis­
closure is required. Like the equity investor, bankers hate surprises. If the 
management team knows of a development early in the fiscal year that 
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likely will have a detrimental effect on financial covenant compliance later 
in the year or early in the following year, the management team is well 
advised to open communications with its senior lender well before the cor­
poration goes out of covenant compliance. This allows time for renegotia­
tion or waiver of the relevant covenant or, in the worst case scenario, the 
corporation may be advised that its loan availability will be reduced. If this 
happens, the corporation that has taken up the subject with the lender 
early in the process may at least have time to secure a new lead bank or a 
supplemental source of financing if one is necessary.
In the public company setting, prompt disclosure of negative develop­
ments is not only required, but is also good business. The management 
team that learns of negative information and that fails to release this infor­
mation publicly may expose the corporation and members of the manage­
ment to liability for the failure to promptly disclose. This liability can take 
many forms: an enforcement action by the SEC seeking civil or monetary 
penalties, insider trading, violations of Regulation FD, class action law­
suits, individual lawsuits, whistle-blower lawsuits, and perhaps even crim­
inal sanctions. In some cases, the failure to disclose negative information 
could trigger a broad spectrum of liability under several of the foregoing 
theories, such as when the corporation does not disclose information, 
except to one analyst (a violation of Regulation FD), an officer trades while 
knowing the information (insider trading), and when the information 
comes out, the SEC commences an enforcement proceeding and the plain­
tiffs bar brings a class action lawsuit.
With Harvey Pitt now chairing the SEC, it is likely that some rule­
making will take place under which the SEC will require companies to pro­
vide real-time disclosure of negative (as well as positive) information using 
the Internet and available technologies to achieve broad, instantaneous 
dissemination of company-specific information. If adopted, this type of rule 
will make Regulation FD obsolete and become the standard bearer for 
timely corporate disclosure. Should this type of rule be adopted, public 
companies will need to allocate more resources in the form of management 
time, professional expense, and careful preparation of meaningful disclo­
sure that will address the more demanding requirements of a real-time 
disclosure regime.
Developing Exit Strategies to Address Maturing 
Financial Obligations and Liquidity Plans
As the corporation reaches maturity and the management team begins to 
plan for the future, one of the most important issues that must be consid­
ered is how the corporation will achieve liquidity to fund redemption or 
retirement of subordinated debt, preferred stock, or other securities subject 
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to mandatory redemption. In a similar vein, if the corporation has been 
able to previously retire these types of debt and debt-equivalents and has 
a relatively “clean” balance sheet, the management team seeking some 
liquidity may be considering taking on this type of financing again in a 
leveraged recap. Other alternatives, such as the sale of the business, a pub­
lic offering, or a merger with another firm, may also be discussed. The fol­
lowing material summarizes the positive and negative implications of each 
alternative and suggests some of the factors that should be evaluated when 
developing the strategic plan.
Liquidity Options for Refinancing
The corporation that faces a maturing obligation is in a fundamentally dif­
ferent position than the company that is considering alternatives for 
liquidity without a need for that liquidity per se. For example, if the corpo­
ration must redeem preferred stock in three equal tranches of $4 million 
each in the following three years or force the conversion by going public or 
selling the business, the management team will need to evaluate:
• The condition of the market for IPOs, both generally and within its 
industry;
• Valuations in the private and public markets based on recent transactions;
• The identity of likely purchasers of the business, their potential inter­
est, and their ability to pay an acceptable purchase price;
• The possibility that economic conditions or industry-specific factors will 
affect the business or its valuation both in the near future or within the 
three-year redemption period;
• Availability of refinancing and its cost, both in dollar terms and perhaps 
in the value of any equity issued in connection with the refinancing;
• The time that will be required to conduct an IPO, sale, or refinancing;
• The state of relations with existing stockholders, their need for liquidity, 
the likelihood of securing an extension if alternative financing is not 
immediately available, and the cost of an extension;
• The impact of penalty provisions that will increase the effective cost of 
failing to retire the securities subject to redemption; and
• Whether cash flow from the business will be sufficient to pay down all 
or a portion of the redemption obligation.
The last factor is clearly the most important, since the corporation 
that has access to cash flow in an amount sufficient to retire the obligation 
will likely have other attractive alternatives from which it can select. 
However, more often than not, a more significant source of liquidity may 
be required because cash flow is optimally used within the business, rather 
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than so plentiful as to permit the early retirement of substantial portions 
of debt-equivalent equity.
The first step after reviewing the available alternatives and the factors 
identified above should be to make a rational appraisal of which options are 
likely to be unavailable to the corporation, thus narrowing the possibilities 
to a targeted group with a realistic chance of completion. If the corporation 
is in the distribution industry, for example, the management team should 
know that few distributors succeed in an IPO without having attained some 
considerable size. On the other hand, if the corporation has several products 
that are achieving good market acceptance and that have little competition 
due to possession of patents or exclusive licenses, an IPO may be viable if the 
market conditions indicate that a window exists. Even if a window exists, 
other factors may impact the decision of whether to pursue an IPO, such as 
the age of the management team, the need to attract highly qualified 
employees, or valuations of the corporation’s competitors in the public mar­
ket. A management team looking toward retirement is more likely to con­
sider an outright sale of the business, particularly if the sale can be accom­
plished for cash or a combination of cash and stock, rather than an IPO.
Once the more desirable options are identified, the management 
team must develop a rationale for comparing the relative cost of capital 
for financing options. This necessitates the management team preparing 
and delivering a business plan to select financing sources in order that 
term sheets or letters of intent can be secured and evaluated. While gen­
eral discussions may be helpful in establishing expectations, the man­
agement team must anticipate that terms will change once potential 
investors conduct due diligence and determine the offer they are willing 
to make. If the term sheets call for the issuance of warrants or other secu­
rities, the management team will need to compare such items as exercise 
price, exercise period, redemption terms, and other factors to the terms of 
the existing financing (if extendable) and other financing alternatives. 
Interest expense, penalty clauses, and the time cost of capital will also 
need to be considered.
It is not uncommon for the mature corporation to have very limited 
options for financing/refinancing if its recent performance has been poor, 
while the corporation with outstanding performance is often graced with 
the luxury of having a multitude of financing/refinancing alternatives. 
Hence, if the corporation has not had strong results in recent periods, it is 
often a good idea for the management team to allow time to explore more 
alternatives or to solicit proposals from a higher number of prospective 
investors. The corporation with strong results should consider the avail­
able low cost capital alternatives such as bank term debt, securitizations, 
issuance of rated debt, and commercial paper facilities in order to capital­
ize on its operating strengths.
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Liquidity Options Without Refinancing
The principal means of generating liquidity for the stockholders of the cor­
poration that do not need to refinance prior obligations are a sale of the 
business for cash, merger into a larger public organization, and an IPO. 
Each of these options has positive and negative aspects for the manage­
ment team to consider.
Sale of the Business for Cash
Some of the advantages and disadvantages of this option are as follows.
• If liquidity is king, this option is superior to all others.
• A private corporation sold for cash, absent extenuating circumstances, 
will almost always be sold at a valuation less than that accorded a pub­
lic company in the same industry. Typically, private corporations will 
change hands at multiples of 3x to 5x EBITDA, while the public company 
may be trading at 9x to 12x EBITDA. Although sale and trading ranges 
are obviously entity and industry specific, the general rule that the 
private company will bring less than the public company is almost 
invariably true.
• A sale for cash offers the stockholders the ability to diversify their net 
worth among a variety of assets, as opposed to holding stock in a larger 
public entity or holding restricted stock after an IPO.
• The scope of indemnities and the amount of purchase price holdbacks 
tend to be greater in an all-cash sale transaction.
• Tax consequences can be significant and adverse in a cash sale, as opposed 
to the tax deferral that can be accomplished in a tax-free merger or 
exchange transaction.
• If the founders or management team have to stay on for a period of time 
to obtain release of purchase price holdbacks, or to receive the earn-out 
portion of the purchase price, the founders or management may find it 
difficult to work under management of the acquiror, may be deprived of 
the resources necessary to achieve targeted results, and may fracture 
the relationship with the acquiror.
Merger Into a Larger Public Entity
This option presents the corporation with a number of possibilities to con­
sider, among which are the following.
• The acquiror may be able to pay a premium to the corporation’s stock­
holders based on the relative difference in trading multiples for the two 
entities. For example, if the target (smaller) entity is trading at a mul­
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tiple of l0x EBITDA but the acquiror is trading at a 13x multiple, the 
acquiror can afford to pay a premium of 11.5x and still add to its earn­
ings per share. Thus, the target corporation may realize its greatest 
enterprise value in this type of transaction.
• If the prospects for the acquiror are enhanced by the acquisition or by 
conditions in the industry, holding stock in the acquiror may make as 
much sense, or more, than holding stock in the target corporation.
• In a tax-free merger, the tax consequences are deferred, perhaps indefi­
nitely. The recipient of the acquiror’s stock may be subject to limitations 
in the ability to make sales for one year or more, meaning that liquidity 
may remain a somewhat distant hope. The use of hedging strategies, 
exchange funds, and instruments such as zero premium collars and 
variable prepaid forward contracts may, however, allow the stockholder 
to lock in some current liquidity and diversify his/her net worth without 
incurring immediate tax consequences or destroying the tax-free nature 
of the merger or exchange.
• Loss of control and an inability to affect the operations of the acquiror 
may leave the founders and management of the target corporation feel­
ing frustrated, powerless, and at the mercy of events outside of their 
control. This may be difficult to accept for management teams and 
founders that have long-time associations with the target corporation.
• If the target corporation is public, the time necessary to complete a 
merger between two public companies, and the attendant expense, will 
be significant. Regulatory complications such as antitrust reviews, 
Hart-Scott-Rodino filing reviews, and international regulatory 
approvals can significantly increase the time required to complete the 
merger or can even cause the termination of the transaction in the worst 
case scenario.
Initial Public Offering
This option presents the management team with a host of issues to con­
sider, including the following.
• The IPO establishes a public valuation for the corporation without loss 
of control.
• Proceeds of the offering can be used to grow the business, increasing the 
enterprise value without the interest or equity give-up that comes with 
debt financing or venture capital.
• Stock sales in the offering itself, sales using the over-allotment option, 
debt repayment, sales under Rule 144, hedging strategies, and partici­
pation in exchange funds can offer liquidity to the stockholders with the 
potential to increase returns over time if the corporation is successful in 
executing its strategic plan.
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• No immediate tax consequences from increase in value; favorable tax 
treatment for incentive stock options; possibility of Subchapter S corpo­
ration distributions of accumulated and undistributed earnings at time 
of IPO.
• Stock options can be used to recruit and retain key employees, reward 
management, offset to a limited degree the dilution experienced in the 
IPO, and provide another vehicle for liquidity.
• Accountability and disclosure may have a negative impact, or a per­
ceived negative impact, on the management team or founders.
• Pressure to maintain earnings growth on a quarter to quarter basis.
• Higher profile associated with being public; exposure to class action law­
suits, short swing profit liability and insider trading, none of which are 
a concern for private entities.
• Expense of being public may be considerable.
• Liquidity for management may be capped by volume limitations, lack 
of a liquid market, pressure from investment bankers and analysts not 
to sell, or the perception that these issues may become a problem if 
sales occur.
Leveraged Recapitalization
The leveraged recap transaction is something of a hybrid as it may be 
used in either a refinancing scenario or one in which liquidity is the pri­
mary goal. When used to refinance existing instruments, the leveraged 
recap would likely be structured as mezzanine debt or debt-equivalent 
preferred stock financing, with a portion of the proceeds going to retire 
existing debt or redeem existing preferred stock, and a smaller portion 
being used to redeem some of the shares held by founders or manage­
ment. This will result in the management team retaining control but 
being given the opportunity to generate some liquidity. Likewise, in the 
case where refinancing is not necessary, the proceeds of the leveraged 
recap will be used to provide expansion capital or funds for acquisitions, 
as well as some liquidity for the founders or management. The lever­
aged recap:
• Is generally faster to complete than an IPO;
• Will not result in the public disclosure and earnings pressure facing a 
public company;
• Does not result in a loss of control, such as when the business is sold or 
merged into a larger entity; and
• Provides expansion capital or refinancing proceeds, together with some 
liquidity for management, at a cost comparable to traditional private 
equity financings.
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Of course, the flexibility offered by a leveraged recap is likely to come 
at a price. That is, many of the financing sources for leveraged recaps will 
have targeted rates of return far in excess of traditional lending sources, 
typically have board representation and perhaps involvement in day-to- 
day management, and require the founders or management team members 
who get liquidity to enter into employment, non-compete, and escrow 
agreements that will penalize them for a resignation or termination that 
takes place prior to the repayment of the “leveraged” portion of the recap 
transaction. In the worst case, this could result in management or the 
founders ceding control of the corporation to the institution that provided 
funding to accomplish the leveraged recap.
Maximizing Value—A Few Suggested Strategies
In considering ways for the corporation to maximize enterprise value, the 
board of directors of the corporation can establish one or several strategies 
designed to accomplish this objective. In doing so, the corporation does not 
have to commit to one strategy alone, but may be able to combine the best 
of several strategies. For example:
• If the corporation has maximized its use of lower cost debt financing, 
and a window for an IPO appears available, the corporation may elect to 
proceed with the IPO to expand the corporation’s permanent capital, 
retire some debt to create additional borrowing capacity, and offer early 
stockholders some liquidity. Once the corporation has been accorded a 
public valuation, the corporation may be able to secure additional 
expansion capital using a PIPE (private investment, public entity) that 
will come at a lesser cost than if the corporation were private. If addi­
tional capital is unneeded and the management team is more concerned 
about setting the stage for a sale at the highest possible price, the cor­
poration will need to be managed with a view toward enhancing bottom 
line performance before retaining an investment banker to begin a 
search for a suitable merger partner. This may mean undertaking a cap­
ital expenditure and/or marketing program that matures in two to three 
years that drives an increase in productivity and sales in the following 
two-year period. Midway through the two-year growth period, the man­
agement team would want to position the corporation to commence the 
sale process, which would be completed as the corporation’s sales and 
bottom line performance peak.
• There have been a number of examples of corporations that have 
sought to “shop” themselves to strategic or financial buyers when 
private and have been unsuccessful in finding a buyer at the right 
price. In these circumstances, a few enterprising firms have used an 
IPO filing as leverage to cause a buyer to make an offer before the IPO 
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is completed. In other words, the IPO filing is made with the ostensible 
follow-through commitment, but the management team understands 
that the publicity surrounding the filing of the registration statement, 
and the public nature of the filing, is bound to bring the transaction 
(and the corporation) to a buyer’s attention. Assuming the buyer real­
izes that the IPO will only make the corporation more expensive to buy 
in the long run, and the management team had previously indicated its 
willingness to sell on the right terms, the buyer with genuine interest 
may well be motivated to come to the table with an offer in an attempt 
to preempt the IPO’s completion. This scenario is favorable to the cor­
poration as well since the IPO filing will presumably have placed a 
value on the corporation that, to some degree, the buyer will have to 
meet or come close to in order for the board to make a determination 
to accept the buy-out offer. If the buyer fails to do so, the corporation 
can always elect to proceed with the IPO and revisit the sale process at 
a later time.
• In the final analysis, the founders and management of the corporation 
must keep in mind the somewhat different goals of strategic and finan­
cial buyers when positioning the corporation for eventual sale or merger 
with a larger entity. Strategic buyers that are public frequently seek 
acquisitions that not only add to earnings per share, but that tell a 
compelling story to the investment community and that demonstrate 
superior growth rates or earnings. If the corporation has enjoyed supe­
rior growth at the expense of earnings, the management team must be 
able to articulate the reasons behind the results so that management 
of the buyer can in turn address this issue with its bankers and ana­
lysts. If a buyer has a history of high growth and is concerned about 
maintaining its high growth rate, the corporation with lower earnings 
may still command a high price or premium based on fulfilling the 
buyer’s growth objectives.
• A financial buyer may be more concerned with how operations could be 
streamlined in the short term to increase cash earnings and accelerate 
retirement of debt taken on in the acquisition. While financial buyers 
are generally going to pay less than strategic buyers, strategic buyers 
may be more inclined to offer stock as consideration, with the greater 
risks attendant to stock as opposed to cash.
The analysis of liquidity and refinancing options above obviously 
excludes more negative outcomes such as bankruptcy, distress sales, or liqui­
dation. These situations are frequently going to be driven by secured 
lenders and holders of preferred stock that retain rights to collateral or liqui­
dation preferences that permit them to dictate, to a greater or lesser 
degree, the results of a reorganization or liquidation. More often than not, 
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corporations forced to deal with these scenarios are going to end up ceding 
control to the lenders, if survival is an option.
Summary
The operating stage or mature corporation, whether private or public, 
should have strategic plans in place for refinancing of debt and debt-equiv­
alent obligations well before such obligations become due. Planning ahead 
for refinancing and liquidity options involves the development of feasible 
alternatives, narrowing the scope of possibilities as more facts and circum­
stances become known, and ultimately selecting a primary plan, with a 
suitable backup, that best addresses the goals and objectives of the corpora­
tion and its stockholders. Careful consideration should be given to liquidity 
transactions that will maximize value, achieve tax deferral, minimize the 
risk associated with any loss of control, and provide appropriate cutoffs 
of any continuing liability resulting from indemnities and purchase 
price holdbacks.
*     
Case Study Hypothetical—You Are the CFO
As the CFO of Funtastic Fireworks Corporation (FFC), you have been inti­
mately involved in the management of the company for over 15 years. FFC 
is a private manufacturer of high quality fireworks sold in the U.S., 
European Union and Far Eastern countries with annual revenues of 
approximately $32 million. Results of operation have fluctuated somewhat, 




Sales $29.5 $32.7 $31.5
EBITDA $ 7.8 $ 9.7 $ 9.0
FFC’s management controls 38% of the outstanding shares of the 
corporation, with approximately 25% held by a charitable foundation 
that was the recipient of shares from one of the two original founders. 
The other founder’s descendants have approximately 29% of the shares. 
These descendants are not active in the business and would like to see 
some liquidity for their shares, which is the principal reason why the 
CEO has asked you to examine liquidity options for FFC. The founda­
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tion would like to achieve liquidity at some point in time, but is in no 
rush to have a liquidity event. The management team is making a very 
nice living and all of the senior executive officers are comfortable with 
maintaining the status quo, but increasing competition from exporters 
in China is expected to require FFC to establish a second manufactur­
ing plant in China to lower manufacturing costs. The existing Chinese 
plant accounts for 46% of production and the addition of a second plant 
is expected to trim manufacturing costs by approximately 20% overall. 
The plant will require a capital investment of $12 million, $2 million of 
which is expected to come from a Chinese partner. FFC believes it can 
fund the remainder of the capital investment using an existing credit 
line, but would like to ultimately fund this amount using a more perma­
nent and long term financing arrangement.
You are doing some retirement planning for you and the CEO and 
are considering ways in which the two of you might realize significant 
returns from the years of effort both of you have invested in FFC. 
While neither of you needs cash, there does not appear to be a succes­
sor to either of you on the immediate horizon, which causes you to 
wonder what would happen if one or both of you decided to retire. 
Although a buyout of either of you would not be impossible, the price of 
the shares held by you and the CEO is well beyond what either of you 
can afford individually.
The prospects for FFC are very good for 2003. In fact, sales growth 
is expected to exceed 20% in the first quarter of 2003 as a result of the 
Chinese New Year falling on February 1 and being the Year of the Goat. 
FFC has geared up for large production increases and you feel that 
sales in the Far East may set a record for the March 31 quarter. Sales 
in other regions are expected to increase 10% or more in the next year, 
as industry sales of fireworks have continued a pattern of relatively 
strong growth.
Two other facts that are known to you currently may impact your 
thinking as you ponder FFC’s options. First, FFC formerly had a plant 
in Thailand that may have some contingent liabilities related to envi­
ronmental issues arising from disposal of gunpowder residue. The 
cleanup is not expected to be expensive, but local officials may insist 
upon a more extensive cleanup if improper disposal methods were 
used. It is not yet clear that FFC used improper methods, but a former 
employee has indicated to you and the regulatory authorities that he 
believes this is the case. Second, the manufacturing of fireworks is 
inherently dangerous, with the possibility always existing that a stray 
spark or spontaneous combustion could result in a fire or explosion of 
catastrophic proportions. You believe that these risks may rise slightly 
if FFC proceeds with the plant installation in China.
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Situational Analysis
1. Given these facts, would you recommend to the CEO that FFC proceed 
with a leveraged recap? Why or why not?
Practitioner Response: A leveraged recap could be an excellent way to 
effect the buy-out of the 29% interest held by the descendants of one of the 
founders, bring in an institutional partner that could also fund the Chinese 
plant investment, and perhaps even buy a small portion of the shares held by 
you and the CEO. FFC’s EBITDA is obviously large enough to support some 
debt service, and a combination of senior debt and a leveraged recap may 
enable FFC to accomplish many objectives simultaneously. A leveraged recap 
is one of the options you should recommend.
2. What options for permanent capital would you recommend for financing 
the new plant? Would you recommend that FFC proceed with construc­
tion before financing is in place? Why or why not?
Practitioner Response: If a straight mortgage or term loan secured by the 
plant and real estate can be obtained, these forms of financing would be least 
costly. If economic development funds were available from the Chinese gov­
ernment or from a provincial government, this type of funding may also make 
sense. Since FFC already has a Chinese partner who is contributing part of 
the cost of the plant, an exploration of additional partner financing, or from 
sources known to this partner, could be fruitful. Funding through the lever­
aged recap may be more expensive than other senior debt sources and, there­
fore, would likely not be the best choice. The time to complete the financing, 
compared to the time to build the new facility, may determine if you would 
recommend proceeding before permanent financing is in place. If a construc­
tion loan was unavailable, but construction was estimated to take from 9 to 
12 months, FFC would presumably have more than enough time to secure 
permanent financing before overcommitting its line of credit.
3. If market conditions were good, but not great, would FFC be best off by 
trying to complete an IPO? What impact will stock ownership have on 
this decision? How would you recommend that the CEO deal with the 
inherent danger of the industry when talking to investment bankers?
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Practitioner Response: An IPO might be better to examine a little later in 
time. Among other reasons for this are (1) market conditions might improve, 
(2) 2003 is expected to be a very good year, meaning that those numbers could 
play an important part in the offering’s success at a later date, (3) a leveraged 
recap in the short term could eliminate the 29% overhang that would other­
wise appear to exist if the IPO went forward with the one founder’s descen­
dants still holding their shares, and (4) the Thailand situation could be 
addressed and “cleaned up” before the IPO, meaning that disclosure might be 
very limited in this regard. Of course, market conditions could deteriorate or 
the corporation could find out that the Thailand plant cleanup was going to 
take much longer than expected, either of which may indefinitely delay the 
offering. The stock ownership of the founder’s descendants could obviously 
impact the decision here, since most investment bankers would be concerned 
about this overhang on the public market. The inherent danger of the indus­
try is an immutable fact that is not going to go away and, therefore, your CEO 
would be more effective in meetings with investment bankers by addressing 
this directly and simply presenting it as a fact of life in the industry. Of 
course, it would not hurt to state the measures that the corporation had 
implemented in order to reduce the risk to its lowest possible point.
4. When do you think FFC should start marketing itself to financial or 
strategic partners? Why at that point?
Practitioner Response: This question implies a sale of the corporation. As 
such, a sale late in the 2003 year would enable FFC to capitalize on the 
increase in value associated with the Year of the Goat and the general growth 
of the industry. Time may be too short to gear up for a sale based on the 
March 31 numbers and, if so, a decline in the next quarter’s numbers could 
put a damper on any discussions with purchasers that were then taking 
place. If time is short, waiting until late in the 2003 year to present all or 
most of the year’s improvement over the prior period might offer the best 
alternative. The other factor that could impact this decision would be the new 
Chinese plant coming on-line. Based on the reduction in manufacturing 
costs, FFC might be better off waiting to examine sale possibilities until the 
Chinese plant had been operating for two or three quarters or longer, there­
by allowing the plant to “work out the kinks” and begin showing the kind of 
numbers that would really interest strategic or financial partners.
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5. What are some of the factors that militate in favor of a private financ­
ing? A public financing?
Practitioner Response: A private financing would be favorable due to the 
time necessary to get the Chinese plant up and running, the time to secure 
permanent capital for the financing of the facility at a lower cost, the time 
required to understand and address the Thailand plant situation, and the 
plan to remove the overhang represented by the 29% ownership stake held by 
the descendants of one of the founders. An IPO would be favorable from the 
perspective of capitalizing on the increase caused by the Year of the Goat (if 
the offering could be done quickly), the creation of a liquid market into which 
you and the CEO could sell some of your shares, and the ever-present possi­
bility of a fire or explosion that could have a very detrimental impact on the 
ability to complete an IPO at a later date.
6. What alternatives seem to be best suited to FFC maximizing its value? 
How does your answer change if retirement planning takes on greater 
importance than some of the other factors? Assuming the fireworks 
industry is fairly fragmented, would you consider a consolidation strat­
egy to maximize value? Why or why not?
Practitioner Response: The leveraged recap or a sale to an ESOP, with its 
accompanying tax benefits, might be best suited to FFC, although an IPO 
subsequent to a leveraged recap would also appear to be quite attractive. If it 
assumed more importance, retirement planning would seem to argue in favor 
of a sale transaction with an ESOP or a strategic buyer. If the management 
team is willing to dedicate the time and effort to a consolidation strategy, the 
execution of such a strategy would no doubt build FFC’s numbers and enable 
it to attract more capital at the time of an IPO or sale if it were successful in 
maintaining its margins. The question of assumed environmental liabilities 
could, however, taint any consolidation strategy and make it difficult, if not 
impossible, to complete an IPO if any of the acquired targets came with envi­
ronmental issues.
APPENDIX A
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Company, a Delaware corporation (the “Company”), has developed a poten­
tially revolutionary technology. The Company believes that this technology 
greatly improves the performance of__________________________ .
I. Securities Being Offered by Company (the “Company”)
Minimum Number of Shares Offered: 2,000,000 Shares ($4,000,000)
Maximum Number of Shares Offered: 2,500,000 Shares ($5,000,000)
Minimum Subscription: 500,000 Shares ($1,000,000)
Price: U.S. $2.00 per Share
Use of Proceeds: Working capital
Pro Forma
Ownership: Giving effect to the offering, the fully diluted ownership of
the Company on an as-converted basis will be as follows:
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Minimum Maximum
Offering Offering
(as converted) (as converted)
Common Stock Outstanding
Preferred Stock Purchasers 2,000,000 2,500,000
Total ============ ===========
The foregoing excludes reserved and granted options.
II. Terms of the Preferred Stock
Conversion 
Rights: Optional Conversion: Each share of Preferred Stock is con- 
vertible at any time at the option of the holder into one share 
of Common Stock.
Mandatory Conversion: The Preferred Stock shall automati- 
cally convert into Common Stock upon consummation of a 
Qualified Public Offering, defined as an underwritten public 
offering of the Company’s Common Stock at an offering price 
equal to at least $10.00 per share and resulting in gross pro- 
ceeds to the Company of at least $20,000,000.
Conversion Price: $5.00 per share, subject to standard pro 
rata anti-dilution adjustments for stock dividends, stock 
splits and similar transactions affecting the Common Stock.
Liquidation 
Preference: Upon any liquidation, dissolution or winding up of the 
Company, each holder of Preferred Stock shall be entitled to 
receive, prior to any distribution with respect to the 
Company’s Common Stock, an amount in cash equal to the 
greater of (i) $2.00 per share, plus any declared and unpaid 
dividends thereon (the “Liquidation Value”); or (ii) the 
amount such holder would have received in such liquidation 
as a holder of Common Stock on an as-converted basis.
Voting 
Rights: In addition to those voting rights provided by law, the 
Preferred Stock shall vote with the Common Stock on an as- 
converted basis on all matters submitted for stockholder 
approval. See also IV. c. hereof.
Dividend 
Rights: The Preferred Stock will not be entitled to a stated rate of 
dividends but rather will participate in all dividends paid on 
pari passu or junior securities on an as-converted basis.
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Preemptive 
Rights: The holders of Preferred Stock, on a pro rata basis, will have 
the right to purchase any future offerings of equity securities 
by the Company in an amount equal to the percentage own­
ership of the holders in the Company calculated on an as-con­
verted basis, subject to customary exceptions including, but 
not limited to, issuances to strategic partners. If any holder of 
Preferred Stock declines to participate in such offering (i) no 
anti-dilution adjustment for issuances of Common Stock at 
less than the Conversion Price then in effect shall be avail­
able to such declining holder with respect to such offering, 
and (ii) the other holders of Preferred Stock shall be entitled 
to purchase the declining holder’s portion of such offering.
Redemption 
Rights: The Company will be obligated to redeem one-third of the 
Preferred Stock on each of the eighth, ninth, and tenth 
anniversaries of the date of original issue at a redemption 
price equal to the then-current Liquidation Value.
Registration 
Rights: At any time following the Company’s initial public offering, 
the holders of 40% or more of the Registrable Securities (as 
defined below) may require the Company to register on one 
occasion only the Registrable Securities under the Securities 
Act of 1933, as amended (the “Securities Act”).
Expenses: The expenses of such registration (including the fees and 
expenses of one counsel to the holders of Registrable 
Securities but excluding underwriting discounts and com­
missions) shall be borne by the Company.
Registrable 
Securities: Common Stock issued or issuable upon conversion of the 
Preferred Stock, provided that any such Common Stock shall 
cease to be Registrable Securities following a transfer regis­
tered under the Securities Act or in an open-market transac­
tion under Rule 144.
III.
Right of First 
Refusal:
Transfer Restrictions
Transfers of the Preferred Stock shall be subject to a right of 
first refusal in favor of the Company, subject to customary 
exceptions for transfers to affiliates or transfers for estate 
planning purposes.
Tag-Along
Rights: The holders of Preferred Stock shall have the right to partic­
ipate on a pro rata basis in any sale or transfer by any holder
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of 10% or more of the Company’s Common Stock, with the 
exception of a Qualified Public Offering or any exercise of the 
Company’s repurchase right.
Drag-Along 
Rights: If the holders of a majority of the outstanding voting capital 
stock (voting together as one class on an as-converted basis) 
approve a Sale of the Company (an “Approved Sale”), each 
stockholder shall vote for, consent to and raise no objections 
against such Approved Sale. “Sale of the Company” shall be 
defined as any transaction or series of transactions pursuant 
to which any person(s) or entity(ies) in the aggregate 
acquires (i) capital stock of the Company possessing the vot­
ing power to elect a majority of the Company’s board of direc­
tors (whether by merger, consolidation, reorganization, com­
bination, sale or transfer of the Company’s capital stock, 
shareholder or voting agreement, proxy, power of attorney or 
otherwise), or (ii) all or substantially all of the Company’s 





Board Representation: The holders of Preferred Stock shall 
have the right to elect one member of the Company’s board 
of directors. The reasonable travel expenses of such Investor 
Director incurred in attending board meetings shall be reim­
bursed by the Company.
Advisory Board: The Company shall establish an Advisory 
Board made up of industry experts and strategic partners. 
The Advisory Board shall meet at least four times per year 
in accordance with a schedule to be agreed upon, and the rea­
sonable travel expenses of each member incurred in attend­
ing such meetings shall be reimbursed by the Company. 
Each member shall also be compensated with stock options 
according to a policy to be established by the Board of 
Directors of the Company.
Financial Information: Each holder of Preferred Stock shall 
be entitled to receive audited annual and unaudited quarterly 
financial statements. In addition, each holder of 5% or more 
of the outstanding Preferred Stock shall receive (i) an 
operating budget and updated strategic plan prior to the 
commencement of each fiscal year of the Company, and (ii) 
periodic reports on the Company’s progress with respect to 
milestones set forth in the strategic plan.
Inspection Rights: Each holder of 5% or more of the out­
standing Preferred Stock shall have reasonable access, on a 
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minimum of 20 days’ prior written notice, to the Company’s 
books and records, properties and personnel.
Operational Information: Each holder of 5% or more of the 
outstanding Preferred Stock shall be entitled to receive a 
brief written monthly operational status report and to par­
ticipate quarterly in a brief (not more than one hour) confer­
ence call reviewing the operational progress of the Company.
Affirmative
Covenants: Customary in transactions of this type, including mainte­
nance of corporate existence, compliance with laws, payment 
of taxes and other obligations, etc.
Negative
Covenants: Customary in transactions of this type, including prohibition
of the following without the consent of the holders of a major­
ity of the outstanding shares of Preferred Stock:
(i) create, issue or authorize the issuance of any additional 
Preferred Stock or any other capital stock of the 
Company that is senior to or pari passu with the 
Preferred Stock;
(ii) amend the Company’s Certificate of Incorporation or 
by-laws in a manner that adversely affects the holders 
of Preferred Stock;
(iii) issuance of incentive stock (through options, restricted 
stock or otherwise) in excess of 20% of the Company’s 
fully diluted common equity; and
(iv) transactions with affiliates, not approved by a majority 
of the Company’s disinterested directors.
V. Miscellaneous
Documentation: The purchase and sale of the Preferred Stock will be effected 
pursuant to definitive Purchase Agreements and related docu­
mentation containing the terms set forth herein as well as 
representations and warranties, closing conditions and other 
provisions customary in transactions of this type.
Company
Management: All key employees must be engaged as full-time employees of 
the Company, with no other known or anticipated employ­
ment obligations.
Expenses: The Company shall reimburse all out-of-pocket expenses of
the purchaser (including fees and expenses of one law firm 
representing the purchaser up to a maximum of $________ )
incurred in connection with the transactions contemplated 
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hereby, including negotiation of this term sheet and the 
definitive purchase documentation.
Sunset
Provision: Upon the consummation of a Qualified Public Offering, the
preemptive rights, transfer restrictions and information 
rights described above shall expire automatically.
SEC
Compliance: At such time as the Company becomes subject to the reporting 
requirements of the Securities Exchange Act of 1934, as amended 
(the “Exchange Act”), the Company will use its reasonable 
efforts to timely file all required reports under the Exchange Act 
in order to enable the Investors to utilize Rule 144 in connection 
with transfers of the Preferred Stock (as converted). At such 
time as any Preferred Stock (as converted) is eligible for trans­
fer under Rule 144(k), the Company will instruct the transfer 
agent to remove any restrictive legend from the certificates 
evidencing such capital stock upon request.
Philosophy: It is important that the management and investors of the 
Company share a common philosophy that the purpose of the 
Company is to maximize long-term shareholder (both internal 
and external) value. Value being defined as the appropriately 
discounted present value of cash the Company can generate or 
otherwise return to shareholders over the Company’s life, 
whether from operations, a sale of the Company, or an IPO.
This non-binding Term Sheet is intended to facilitate the 
resolution of investment terms between Purchasers and the 
Company with respect to an equity investment by Purchasers 
in the Company. Due diligence by Purchasers is underway 
and is not yet complete. Nothing contained herein shall be 
binding upon either party, except and until such time that 
Purchasers are satisfied, in their sole discretion, with the 
results of due diligence, and a mutually acceptable definitive 
agreement is executed between the parties. However, the par­
ties recognize their mutual obligation to negotiate and pro­
ceed in good faith toward a mutually acceptable definitive 
agreement to be executed by the parties.
Investment in the Shares offered hereby is highly speculative. 
Prospective investors should retain their own professional 
advisors to review and evaluate the economic, tax and other 
consequences of investment in a private offering and are not 
to construe the contents of this Term Sheet, or any other infor­
mation furnished by the Company, as legal or tax advice.
PURCHASER: COMPANY:
APPENDIX B
Level 3 Communications, Inc.
Screen Shots*
* © Copyright 2002, The Nasdaq Stock Market, Inc. All rights reserved. Reprinted with per­
mission.
185
186 The CPA’s Guide to Small Business Financing
Appendix B: Level 3 Communications, Inc. Screen Shots 187
APPENDIX C





Issuer: Issuer (the “Company”)
Type of Security: Senior Subordinated Debt (“Subordinated 
Debt”).
Issue Size: $25 million.
Use of Proceeds: To pay down borrowings under the existing 
revolving credit facility, repay existing bridge 
loan, and to fund future working capital require­
ments.
Interest on Subordinated Debt: 12% per annum, payable quarterly.
Maturity of Subordinated Debt: Earlier of (i) seven years from closing or (ii) 
Liquidity Event (as defined below).
* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
Warrants: Detachable warrants (“Warrants”), representing 
_____ shares of the common stock of the Company. 
The exercise price for the warrants would be equal 
to the average price of the common stock of the 
Company for the [ ]-day period prior to closing.
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Maturity of Warrant: Earlier of (i) seven years from closing or (ii) 
Liquidity Event (as defined below).
Liquidation Preference: Preference to existing common stock on liquidation.
Registration Rights: Unlimited piggyback registration rights on reg­
istrations of the Company and other holders, 
subject to customary underwriter’s cutback.
Board Representation: None.
Anti-Dilution Provisions: Protection for common stock splits, dividends 
and combinations only.
Redemption Option: The Company would have the right to redeem 
the Subordinated Debt at par plus accrued inter­
est at any time upon the earlier of a secondary 
offering or after five years from closing.
Restrictive Covenants: The Company may not, without the consent of the 
Subordinated Debt, so long as at least 50% of 
Subordinated Debt remains outstanding, (i) effect 
any transaction that results in a change of control 
in which Subordinated Debt is not paid in full; 
(ii) materially change the nature of the Company’s 
business; (iii) effect a liquidation or sale of the 
Company or sell all or substantially all of its 
assets in a transaction in which the Subordinated 
Debt is not paid in full; (iv) amend its articles of 
incorporation or bylaws in a manner that would 
materially and adversely affect the holder(s) of 
the Subordinated Debt; (v) redeem or pay any 
dividend or distribution on its common stock except 
to management upon ceasing to be employed; 
(vi) issue additional Subordinated Debt that is 
senior to Subordinated Debt; or (vii) engage in 
any transactions with affiliates except as other­
wise contemplated by the existing documents or 
approved by disinterested members of the board 
of directors.
Reporting Requirements: The Company shall provide the same standard 
financial reports that the Company provides to 
its senior lender(s) from time to time, so long as 
at least 50% of the Subordinated Debt remains 
outstanding.
Drag-Along Rights: If the Board and the holders of a majority of the 
shares of common stock (voting as a single 
class) then outstanding approve a sale of the
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Company (an “Approved Sale”), each holder of 
Subordinated Debt and Warrants shall take all 
necessary or desirable actions in connection with 
the consummation of the Approved Sale as 
requested by the Board, the holders of a majority 
of the shares of common stock or the Company; 
provided that (i) upon the consummation of the 
Approved Sale, each holder of Subordinated 
Debt and Common Stock shall receive the same 
form and consideration and the same amount of 
consideration; (ii) if any holders of a class of com­
mon stock are given an option as to the form and 
amount of consideration to be received, each 
holder of such class of common stock shall be 
given the same option; and (iii) each holder of then 
currently exercisable rights to acquire shares of 
a class of common stock shall be given an oppor­
tunity to either (A) exercise such rights prior to 
the consummation of the Approved Sale and par­
ticipate in such sale as holders of class of com­
mon stock or (B) upon the consummation of the 
Approved Sale, receive in exchange for such 
rights consideration equal to the amount deter­
mined by multiplying (1) the same amount of 
consideration per share of a class of common 
stock received by holders of such class of common 
stock in connection with the Approved Sale 
less the exercise price per share of such class of 
common stock of such rights to acquire such class 
of common stock by (2) the number of shares 
of such class of common stock represented by 
such rights.
Transfer Restriction: The Company will have a right of first refusal to 
any proposed sales, transfers, or other dispositions 
by the holder(s) of the Subordinated Debt.
Tag-Along Rights: Subject to certain limited exceptions (including 
in connection with public sales), each holder of 
Warrants (upon exercise of Warrants) shall be 
afforded the opportunity to participate in any 
sale of shares of common stock by selling share­
holders up to its pro rata portion of the securities 
to be sold and on the same terms and conditions.
Pre-Emptive Rights: Until a secondary offering or an Approved Sale of 
the Company, each shareholder shall have the 
right to purchase on a pro rata basis (based upon
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the number of shares of common stock held by 
such shareholder on a fully-diluted basis) any 
securities the Company may from time to time 
propose to issue.
Purchase Agreement: The purchase of the Subordinated Debt and 
Warrants will be made pursuant to a purchase 
agreement, warrant, stockholders agreement 
and registration agreement drafted by counsel to 
the Company. Such agreements shall contain, 
among other things, appropriate representations 
and warranties of the Company, covenants 
reflecting the provisions set forth herein and 
other typical covenants and appropriate condi­
tions of closing, in each case, based upon agree­
ments currently in effect. Until the purchase 
agreement is signed by both the Company and 
the holder(s) of Subordinated Debt, there will 
not exist any binding obligation on the part of 
either party.
Expenses: Upon consummation of the transaction as 
described in this term sheet, the Company will 
pay the expenses of the holder(s) of Subordinated 
Debt for legal fees of one counsel to the holder(s) 
of Subordinated Debt, and out-of-pocket due dili­
gence expenses. Such fees and expenses will not 
exceed $25,000.
APPENDIX D
Senior Credit Facility 
Preliminary Term Sheet*
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Purpose: To finance (i) the acquisition of_______________ , (ii) working
capital requirements, and (iii) general corporate purposes.
Type and Amount
of Senior Facility: Term Loan: $________ million term loan, subject to reduc­
tion as set forth below.
Revolving Credit Facility: $_______  million revolving
credit facility, including a sublimit for Letters of Credit, if 
necessary.
Closing Date: The date of the initial borrowing under the Senior Facility.
Final Drawing 
Date: The one-year anniversary of the Closing Date.
Final Maturity: Term Loan: Five years from the Final Drawing Date.
Revolving Credit Facility: Five years from the Closing 
Date.
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Amortization: Term Loan: The Term Loan will be amortized in quarterly 
installments beginning on the Final Drawing Date and end­
ing on the Final Maturity Date, as follows:






Revolving Credit Facility: The Revolving Credit loans 
shall be paid in full at maturity.
Availability: Term Loan: A single drawing of up to $______ million (the
“Initial Term Amount”) may be made at the Closing Date to 
finance the acquisition of_____________________ and to pay
related fees and expenses. The amount of Term Loan unuti­
lized on the Closing Date (the “Escrowed Term Amount”) 
shall be funded in escrow. The Borrower shall have the abil­
ity to draw upon the Escrowed Term Amount on the Closing 
Date and periodically thereafter up to but excluding the 
Final Drawing Date, provided that the Borrower has met 
certain thresholds (to be determined) pertaining to its finan­
cial performance. Further, it is contemplated that funding of 
the Escrowed Term Amount may be allowed pursuant to 
either a secondary offering of common stock or the call of cer­
tain issued and outstanding warrants. Lenders’ commitments 
under the Term Loan shall automatically be reduced on the 
Final Drawing Date by the unutilized portion of Escrowed 
Term Amount on such date.
Revolving Credit Facility: Assuming full utilization of the 
Term Loans and subject to availability under the Borrowing 
Base, a drawing of up to $_______ million may be made on
the Closing Date to finance working capital and to pay related 
fees and expenses, and additional drawings may be made at 
any time from the Closing Date to, but excluding, the Final 
Maturity of the Revolving Credit Facility for working capital 
and general corporate purposes.
Borrowing Base: The sum of____ % of Eligible Accounts Receivable (to be
defined) and___ % of Eligible Inventory (to be defined).
Interest: At the Borrower’s option, Base Rate and LIBOR loans will be 
available as follows:
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Base Rate Option: Interest shall be at the Base Rate of the 
Agent plus the appropriate interest margin, calculated on 
the basis of the actual number of days elapsed in a year of 
365 days, payable quarterly in arrears. The Base Rate is 
defined as the higher of the Federal Funds Rate as published 
by the Federal Reserve Bank of New York plus 1/2 of 1%, or 
the prime commercial lending rate of the Agent as 
announced from time to time at its head office. Base Rate 
drawings shall be made available on a same-day basis if 
requested prior to 10:00 a.m. New York time and shall be in 
minimum amounts of $________ and incremental multiples
of $____________ .
LIBOR Option: Interest shall be determined for periods 
(“Interest Periods”) of one, two, three or six months (as 
selected by the Borrower) and shall be at an annual rate 
equal to the London Interbank Offered Rate (“LIBOR”) for 
the corresponding deposits of U.S. Dollars plus the appropri­
ate interest margin. LIBOR will be determined by he 
Reference Lenders at the beginning of each Interest Period. 
Interest will be paid at the end of each Interest Period or 
quarterly, whichever is earlier, and will be calculated on the 
basis of a 360-day year and actual number of days elapsed. 
LIBOR drawings shall require three business days’ prior 
notice and shall be in minimum amounts of $___________and
incremental multiples of $___________ .
Interest Margin: The applicable interest margins shall be as follows:
Base Rate LIBOR
Loans Loans
Term Loan 2.00% 3.50%
Revolving Credit Loans 1.50% 3.00%
Default Interest: ___ % per annum in excess of the rate otherwise applicable
upon the occurrence and during the continuance of any pay­
ment default and after the lapse of any applicable grace peri­
ods, payable upon demand.
Commitment Fees: Commitment Fees of 1/2 of 1% per annum on the unused com­
mitments under the Senior Facility shall be payable to the 
Agent, for the account of the Lenders, from and after the 
Closing Date. Accrued commitment fees will be payable 
quarterly in arrears (calculated on a 360-day year basis).
Mandatory
Payments: 100% of the net proceeds (to be defined) received from (i) the
sale or disposition of all or any part of the assets of the
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Borrower or any of its subsidiaries (other than sales of inven­
tory in the ordinary course of business), (ii) the incurrence of 
any indebtedness for borrowed money or the issuance of debt 
or equity Securities by the Borrower after the Closing Date, 
(iii) at the Agent’s discretion, insurance recoveries other 
than recoveries of less than a threshold amount to be deter­
mined that are promptly applied toward repair or replace­
ment of the damaged property. In addition, whether 90 days 
after the end of each fiscal year of the Borrower, a mandatory 
prepayment equal to 75% of Excess Cash Flow (to be defined) 
for such fiscal year shall be required. Mandatory prepayments 
shall be applied without penalty or premium (except for 
LIBOR breakage costs, if any) to Term Loan installments in 
inverse order of maturity, and thereafter to reduce outstand­
ing loans under the Revolving Credit Facility.
Voluntary 
Prepayments: Permitted in whole or in part with prior notice but without 
premium or penalty, subject to minimum prepayments of 
$_____  or integral multiples of $___________ in excess of
$____________ . LIBOR loans may only be prepaid on the last
day of the applicable Interest Period. Voluntary prepay­
ments shall be applied without penalty or premium (except 
for LIBOR breakage costs, if any) to Term Loan installments 
in inverse order of maturity, and thereafter to reduce out­
standing loans under the Revolving Credit Facility.
Security: The Senior Facility will be secured by perfected first priority 
security interest in favor of the Lenders in all accounts 
receivable, inventory, property, plant and equipment, intan­
gibles, contract rights and other personal, intellectual and 
real property of the Borrower and its subsidiaries, if any.
Conditions 
Precedent: Conditions precedent to the initial borrowing under the 
Senior Facility will include those customary for the Agent 
and which are appropriate to this transaction.
Covenants: Covenants for the Senior Facility will include those customary 
for the Agent and which are appropriate to this transaction.
Events of 
Default: Will include those customary for the Agent and which are 
appropriate to this transaction.
Fees and 
Expenses: Borrower is responsible for all reasonable counsel’s fees and 
expenses regardless of whether a definitive loan agreement 
is executed or the transaction is closed, as well as expenses 
for collateral audits.
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Indemnification: As provided in Exhibit A hereto.
Assignments and 
Participations: Each Lender may assign all or a portion of its loans and 
commitments under the Senior Facility (which shall not 
have to be pro rata among the Senior Facility) or sell partic­
ipation therein to another person or persons subject to limi­
tation, if any, established by the Agent.
Governing Law: The law of the State of________________ .
APPENDIX E
IPO Letter of Intent*
* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 




Re: Letter of Intent
Dear___________ :
Discussions have taken place during the past several weeks between the rep­
resentatives of the undersigned and Company (the “Company”) regarding a pro­
posed public offering (“Public Offering”) of securities of the Company. Based upon 
such discussions, the Company and the undersigned have agreed to enter into this 
letter of intent.
In the course of such discussions, you have provided or will provide the 
undersigned with certain information regarding the Company, including but not 
limited to, recent unaudited financial statements which you and the Company 
represent as fairly reflecting the financial condition of the Company and the 
results of its operations for the periods mentioned therein, and financial projec­
tions as prepared by the Company’s management, and various industry and other 
information.
After review of the material submitted, your representations, and other inves­
tigations, the undersigned is pleased to submit for your approval a program for the 
financing of the Company by means of a Public Offering. The Public Offering will 
be arranged by the undersigned as the managing underwriter on a “firm commit­
ment” basis in accordance with the terms and conditions set forth below.
1. Public Offering. Underwriter would be willing to act as the repre­
sentative of the underwriters (the “Representative”), acting on a firm commitment 
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basis, and as managing underwriter in the Public Offering by the Company of 
1,000,000 shares of common stock (“Shares”) at an offering price to be determined 
by the Company and the Representative immediately prior to the date a registra­
tion statement with respect to the Shares is declared effective by the Securities 
and Exchange Commission (the “Effective Date”). The Company and the 
Representative expect that the offering will be priced between $8.00 and $9.00 per 
share, but in no event to be more than $9.00 per share.
2. Over-Allotment Option. In order to cover over-allotments, if any, the 
Company shall grant the Representative an option to purchase from it all or part 
of an additional number of Shares equal to 15% of the number of Shares sold in 
the underwriting (the “Over-Allotment Shares”) at a price per Share equal to the 
price per Share to be paid by the Representative for the Shares. The option shall 
be exercisable, in whole or in part, from time to time during the 45 day period 
commencing with the Effective Date, at the sole discretion of the Representative.
3. Syndicate Formation. In connection with the Public Offering, we 
shall have the right to form a syndicate of co-underwriters and selected dealers 
who will assist us in the Public Offering. Any firm with whom we associate will be 
a member in good standing of the National Association of Securities Dealers, Inc. 
(“NASD”). The Representative shall have the sole right to determine whether one 
or more co-underwriters shall assist in underwriting the Public Offering and the 
identity of such co-underwriter or co-underwriters, although the Company may 
assist in the identification of such potential co-underwriters.
4. Registration Statement.
a. The Company shall file with the Securities and Exchange 
Commission (the “Commission”), a registration statement on Form S-l, or, as the 
case may be, Form SB-2, (the “Registration Statement”) in conformity with the 
Securities Act of 1933, as amended (the “1933 Act”), covering the Public Offering of 
the Shares and the Over-Allotment Shares. Further, the Registration Statement 
shall cover a sufficient number of Representative’s Warrants (defined below) which 
may be issued by the Company to us or our assigns.
b. Neither the offer nor sale of the Shares or the Over­
Allotment Shares pursuant to the Registration Statement nor any of the 
Representative’s Warrants shall be subject to any preemptive right, however char­
acterized or described. It is our understanding and agreement with the Company 
that prior to the filing of the Registration Statement, the Company will have an 
authorized capitalization of approximately 100,000,000 shares of Common Stock 
and approximately 15,000,000 shares of Preferred Stock. Approximately 
5,000,000 shares of Common Stock will be outstanding and approximately 
$500,000 in liquidation value of Redeemable Convertible Preferred Stock will be 
outstanding. Notwithstanding anything contained herein to the contrary, in the 
prospectus portion of the Registration Statement (“Prospectus”) there may be dis­
closed an equity incentive stock option plan covering approximately 500,000 
shares. No other securities other than the outstanding preferred stock described 
above or that is issued in conjunction with acquisitions or that are exercisable for
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or convertible into shares of the Company’s common stock shall be outstanding 
prior to the Effective Date.
c. After approval by us and our counsel of the final draft of the 
Registration Statement, the Company shall file the Registration Statement with the 
Commission as soon as practicable. The Registration Statement shall include appro­
priate consolidated financial statements audited by an independent certified public 
accountant, which accountant shall give an opinion in the final Registration 
Statement, and which accountant shall issue appropriate “cold comfort” letters on 
the Effective Date and the closing date of the Public Offering (“Closing Date”) to 
within three business days of such dates. Thereafter, the Company shall utilize its 
best efforts and due diligence to cause the Registration Statement to be declared 
effective by the Commission so that the Public Offering may commence; provided, 
however, effectiveness shall not be allowed to occur without our prior written con­
sent. The proceeds to be realized by the Company shall be used as set forth in the 
Registration Statement and shall not be used to repay debt to officers, directors, 
stockholders, derivative security holders or affiliates of the Company without the 
Representative’s written consent.
5. Authorized Capital. The Company shall represent and warrant to us, 
in an Underwriting Agreement to be furnished by us in customary form and con­
tent, that the Company has sufficient authorized securities to be offered and sold 
as contemplated hereby, and to provide for the Representative’s Warrants and the 
securities underlying such Representative’s Warrants.
6. Representative’s Share Purchase Warrants. At the Closing of the 
Public Offering, the Company will sell to the Representative for a total purchase 
price of $100, warrants (the “Representative’s Warrants”) entitling the 
Representative or its assigns to purchase one share of the Company’s common 
stock for each 10 Shares sold in the Public Offering (excluding the Over-Allotment 
Shares). The Representative’s Warrants shall be exercisable commencing one year 
from the Effective Date and shall expire five years from the Effective Date. The 
Representative’s Warrants will contain the maximum anti-dilution provisions as 
permitted by the NASD and may provide for the cashless exercise of such 
Representative’s Warrants utilizing securities of the Company (which may 
include the implicit value of the Representative’s Warrants being surrendered). 
The exercise price of the Representative’s Warrants shall be an amount equal to 
120% of the offering price of the Shares sold in the Public Offering. The Company 
shall set aside and at all times have available a sufficient number of securities to 
be issued upon exercise of the Representative’s Warrants. The Representative’s 
Warrants and underlying securities will not be transferable to anyone for a peri­
od of one year after the Effective Date of the Company’s Registration Statement, 
except to officers of the Representative, co-underwriters, selling group members 
and their officers or partners. Thereafter, the Representative’s Warrants and 
underlying securities will be transferable provided such transfer is in accordance 
with the provisions of the 1933 Act.
The Company will agree that, upon written request of the then holder(s) of 
at least a majority of the Representative’s Warrants and the securities underlying 
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the Representative’s Warrants which were originally issued to the Representative 
or to its assigns, made at any time within the period commencing one year from 
the Effective Date and ending five years after the Effective Date, the Company 
will file, at its sole expense, no more than once, a registration statement or post­
effective amendment under the 1933 Act registering the securities underlying the 
Representative’s Warrants. The Company agrees to use its best efforts to cause 
the registration statement or post-effective amendment to become effective. The 
holders of the Representative’s Warrants may demand registration without exer­
cising the Representative’s Warrants and, in fact, are never required to exercise 
same. The Registration Statement will include the securities underlying the 
Representative’s Warrants.
The Company understands and will agree that if, at any time within the peri­
od commencing on the Effective Date and ending seven years after the Effective 
Date, it should file a registration statement with the Commission pursuant to the 
1933 Act, regardless of whether some of the holders of the Representative’s 
Warrants and underlying securities shall have theretofore availed themselves of 
the right above provided, the Company, at its own expense, will offer on two occa­
sions to said holders the opportunity to register the securities underlying the 
Representative’s Warrants. This paragraph is not applicable to a registration 
statement filed by the Company with the Commission on Form S-8 or any other 
inappropriate form of registration statement or offering statement.
In addition to the rights above provided, the Company will cooperate with the 
then holders of the Representative’s Warrants and underlying securities in 
preparing and signing a registration statement, on two occasions only, in addition 
to the registration statements discussed above, required in order to sell or trans­
fer the securities underlying the Representative’s Warrants and will supply all 
information required therefor, but such additional registration statements shall 
be at the then holders’ cost and expense unless the Company elects to register 
additional shares of the Company’s Common Stock in which case the cost and 
expense of such registration statements will be prorated between the Company 
and the holders of the Representative’s Warrants and underlying securities 
according to the aggregate sales prices of the securities being issued.
7. Additional Commission Filings. Prior to the Effective Date, the 
Company shall have properly and timely filed with the Commission a registration 
statement on Form 8-A to register its securities under the Securities Exchange 
Act of 1934, as amended (the “1934 Act”). The Company shall for a period of five 
years after the Effective Date promptly furnish us with copies of all material filed 
with the Commission pursuant to the 1934 Act or otherwise furnished to stock­
holders of the Company.
8. Nasdaq Listing. The Company shall at its cost and expense take all 
necessary and appropriate action so that the Shares, to the extent eligible, are 
listed for trading on the Nasdaq National Market or, as the case may be, the 
Nasdaq SmallCap Market, on the Effective Date and that the securities remain 
listed for at least 10 years thereafter provided that the Company otherwise com­
plies with the prevailing requirements of Nasdaq. In addition, if at the time of the 
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Public Offering the Shares are not eligible for listing on the Nasdaq National 
Market, the Company shall, at such time as the Company qualifies for listing its 
securities on the Nasdaq National Market, take all steps necessary to have the 
Shares listed on the Nasdaq National Market.
9. Report Listing. The Company shall, on or about the Effective Date, 
apply for listing in Standard and Poor’s Corporation Records and shall use its best 
efforts to have the Company listed in such reports for a period of not less than 10 
years from the Closing Date. The Company will request accelerated treatment in 
the Daily News Supplement of Standard and Poor’s Corporation Records.
10. Due Diligence.
a. The Company shall supply and deliver to us and our counsel 
at their respective offices, all information reasonably required to enable us to 
make such investigation of the Company and its business prospects as we or our 
counsel shall desire and shall make available to us at our offices such person(s) as 
we shall deem reasonably necessary and appropriate in order to verify or sub­
stantiate any such information supplied. We shall have the right to review any 
materials prepared in connection with the offering of securities of the Company 
conducted prior to the Public Offering for compliance with applicable federal and 
state securities laws.
b. For a period of five years after the Closing, the Company 
shall furnish unaudited quarterly financial statements including both a balance 
sheet and statement of income to us on a timely basis in addition to any other 
reports which may be issued. The Company shall cause its Board of Directors to 
meet, at least quarterly, upon proper notice. The Representative shall receive 
notice of any regular or special meetings of the Company’s Board of Directors con­
currently with the sending of such notice to the Company’s directors and shall 
have the right to have a representative attend such meeting as an observer, as 
described below.
11. Blue Sky and Other Costs. The Company shall be responsible for and 
shall bear all expenses directly and necessarily incurred in connection with the 
proposed financing, including: (i) the preparation, printing and filing of the offer­
ing documents and amendments thereto, including the Commission, NASD, 
Nasdaq filing and/or application fees, preliminary and final Prospectuses and the 
printing of the underwriting agreement, the agreement among underwriters and 
the selected dealers’ agreement, preliminary and final “Blue Sky” memorandums, 
material to be circulated to the Underwriters by us and other incidental material;
(ii) the issuance and delivery of certificates representing the Shares, including 
original issue and transfer taxes, if any; (iii) the qualifications of the Shares under 
state securities or Blue Sky laws, including reasonable fees of counsel to the 
Representative, who shall be retained by the Company at its expense to prepare 
and file all such qualifications and who shall prepare a preliminary and final blue 
sky survey; (iv) the fees and disbursements of counsel for the Company and the 
accountants for the Company; and (v) any other costs of qualifying the Shares, to 
the extent eligible, for listing on the Nasdaq SmallCap Market or the Nasdaq 
National Market.
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12. Signing of Underwriting Agreement. Within 24 hours of the Effective
Date of the Registration Statement, we shall enter into an underwriting agree­
ment with the Company (“Underwriting Agreement”), which Underwriting 
Agreement shall by its terms become effective on the Effective Date and shall con­
tain terms and conditions usually and customarily found in instruments of like 
nature and containing among other things, the usual market out conditions, 
calamity clauses and cross-indemnity provisions against liabilities, including lia­
bilities under the 1933 Act. A form of such Underwriting Agreement shall be fur­
nished to the Company by us. In addition, the Underwriting Agreement shall pro­
vide that the Closing of the proposed Public Offering shall occur on the third busi­
ness day subsequent to the Effective Date, unless the Registration Statement is 
declared effective by the Commission after 4:30 p.m. Eastern time, in which event 
the Underwriting Agreement shall provide that the Closing of the Public Offering 
shall occur on the fourth business day after the Effective Date. The Company shall 
utilize its best efforts to obtain an effective date for the Registration Statement, 
as amended, on or before______________ .
13. Underwriting Compensation.
a. The Underwriting Agreement shall provide that the several 
Underwriters shall be entitled to an underwriting discount of 10% (or such lesser 
discount as shall be approved by the NASD) from the total Public Offering price, 
such that the Underwriters may purchase the Shares and Over-Allotment Shares, 
if any, from the Company at 10% less (or such lesser discount as shall be approved 
by the NASD) than the Public Offering price fixed by the final Prospectus.
b. The Underwriting Agreement shall provide that upon the
successful completion of the Public Offering we, as Representative, shall be reim­
bursed on a non-accountable basis for our expenses in a sum equal to 3% of the 
total Public Offering price of the Shares (including the Over-Allotment Shares). 
The Company agrees to deliver to the Representative, upon execution of this let­
ter of intent and contemporaneously with the filing of the Registration Statement, 
advances of $________ each, to be considered advances upon the non-accountable
expense allowance. The Representative shall return to the Company any unac­
counted portion of the amounts advanced to it in the event the offering is not con­
summated. Likewise, if the Public Offering is not consummated, the 
Representative will be reimbursed only for its actual accountable out of pocket 
expenses. Any expense incurred by the Representative shall be deemed to be rea­
sonable and unobjectionable upon a reasonable showing by the Representative 
that such expenses were incurred, directly or indirectly, in connection with the 
proposed and/or relationship of the parties hereto, as described herein.
c. If, after executing this letter of intent and prior to the execu­
tion of the Underwriting Agreement, the Company elects not to expeditiously pro­
ceed with the Public Offering even though the Representative is ready, willing and 
able to proceed with the Public Offering within the price range set forth herein, 
then the Company agrees that it will not sell any of its capital stock to the public 
through another underwriter for a period of at least 12 months from the date here­
of. If after executing this letter of intent and prior to consummation of the Public
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Offering, the Company is acquired, merges, sells all or substantially all of its assets 
or otherwise effects a corporate reorganization with any other entity and, as a 
result, the Public Offering is abandoned by the Company, then the Company shall 
pay the Representative a financial advisory fee of $_________ which the Company
and the Representative agree is fair compensation to the Representative. The 
Representative shall act as the Company’s investment banker in connection with 
any such acquisition and render such services as are customary in connection 
therewith in consideration for this fee. Any fee payable with respect to a fairness 
opinion shall be in addition to the advisory fee discussed above.
d. If the Public Offering is not consummated, the 
Representative shall return to the Company such portion of the amounts 
advanced to it pursuant to paragraph 13(b) above that is not accounted for by the 
Representative, so that the Representative will be reimbursed only for its actual 
accountable out-of-pocket expenses, including its legal fees and disbursements, 
calculated as provided in paragraph 13(b) above.
e. If the Public Offering is not consummated because the
Representative determines, in its sole judgment, that market conditions are 
unsuitable for such an offering or if information comes to the Representative’s 
attention relating to the Company, its management or its position in the industry 
that could, in the Representative’s sole judgment, preclude a successful offering of 
the Shares to the public, then the maximum amount to which the Representative 
shall be entitled shall be the reimbursement of its out-of-pocket expenses which 
shall be deducted from the advances against the non-accountable expense 
allowance. If the Company elects not to expeditiously proceed with the Public 
Offering for reasons other than that set forth in paragraph 13(c) above, or if the 
conditions, representations, warranties and covenants of the Company are not 
materially correct and cannot be complied with, then the Company shall (1) reim­
burse the Representative in full for its out-of-pocket expenses including its legal 
fees and disbursements, but not to exceed an aggregate of $________ in excess of
the advances paid by the Company to the Representative pursuant to paragraph 
13(b) hereof, (2) pay all Blue Sky filing fees and expenses, including Blue Sky legal 
fees of the Representative’s counsel retained by the Company for such purpose, 
and (3) indemnify and hold harmless the Representative for any expenses 
incurred by the Company in connection with the Public Offering including, but not 
limited to, printing expenses and the Company’s accounting and legal fees.
14. Other Agreements.
a. The Representative shall have the right to designate an 
observer to meetings of the Company’s Board of Directors, which right shall begin 
at the Effective Date and survive for a period of five years from the Effective Date. 
If designated, such observer shall attend meetings of the Board of Directors and 
receive reimbursement for all reasonable costs and expenses incurred in attend­
ing such meetings, including but not limited to, food, lodging and transportation, 
together with such other cash fee or other cash compensation as is paid by the 
Company to members of the Board of Directors (but excluding options or other 
non-cash consideration). Moreover, to the extent permitted by law, the Company 
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will agree to indemnify the Representative and its observer in relation to the 
observer’s activities as observer. In the event the Company maintains a liability 
insurance policy affording coverage for the acts of its officers and/or directors, it 
will agree, to the extent permitted under such policy, to include each of the 
Representative and its observer as an insured under such policy. The observer, 
whether the Representative or its designee, shall receive cash compensation equal 
to the highest cash compensation received by any independent member of the 
Board of Directors of the Company.
b. The Company shall engage the services of a reputable public 
relations firm that is reasonably acceptable to the Representative, as of the 
Effective Date and for a minimum period of 12 months thereafter, for the purpose 
of facilitating appropriate dissemination of information by the Company to its 
stockholders, the media and the public securities markets.
c. The Company shall use a financial printer acceptable to the 
underwriter.
15. Conflict of Law. If any provision of this letter of intent conflicts with 
any rule or regulation under the 1933 Act, or the state securities Blue Sky laws or 
the jurisdictions in which the Public Offering is to be qualified, the NASD, 
Nasdaq, or any other state or federal authority possessing jurisdiction over the 
Pubic Offering, the Company shall meet with us and together we shall use our 
best efforts in good faith to review the terms of the Public Offering so as to com­
ply with any such rule or regulation.
16. Restriction on Securities.
a. All officers, directors and stockholders of the Company prior 
to the Effective Date (including holders of derivative securities) shall agree not to 
sell, transfer, pledge or convey any capital stock or securities that are issuable 
upon exercise or conversion of the derivative securities, by registration or other­
wise, for a period of nine months from the Effective Date without the prior writ­
ten consent of the Representative (which consent will not be unreasonably with­
held), or for any greater period required by any state in which the offering of the 
Shares is to be registered; except that, subject to compliance with applicable secu­
rities laws, any such officer, director or stockholder may transfer his or her stock 
in a private transaction, provided that any such transferee shall agree, as a con­
dition to such transfer, to be bound by the restrictions set forth herein and further 
provided that the transferor, except in the case of the transferor’s death, shall con­
tinue to be deemed the beneficial owner of such Shares in accordance with 
Regulation 13d-(3) of the 1934 Act. The Company shall also cause its officers, 
directors and employees that may rely on Rule 701 to make sales of common stock 
after completion of the Public Offering to enter into lock-up agreements for a peri­
od of nine months. Such officers, directors and stockholders shall agree to enter 
into a lock up agreement in standard form, to the placing of a related restrictive 
legend on the certificates representing their shares and to the Representative 
holding such securities in an account designated by the Representative. The nine 
month lock-up shall also apply to the registration of shares underlying stock 
options using Form S-8.
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b. The Company and all officers, directors and holders of five 
percent or more of the Common Stock of the Company will further agree not to 
sell, transfer, hypothecate or convey any capital stock or derivative securities of 
the Company through a “Regulation S” transaction for a minimum period of three 
years from the Effective Date without the prior written consent of the 
Representative. In addition, the Company will agree not to sell, transfer, hypoth­
ecate or convey any capital stock or derivative securities of the Company for a 
minimum period of 12 months from the Effective Date without the prior written 
consent of the Representative which consent will not be withheld unreasonably, 
except the Company may issue its common stock on the exercise of stock options 
and may issue common stock or preferred stock for use in acquisitions.
17. Finders. The Company and we represent that no person has acted as 
a finder in connection with the transactions contemplated herein and each will 
agree to indemnify the other with respect to any claim or finder’s fee in connection 
with the Public Offering.
18. Further Representations of the Company.
a. The Company shall employ the services of an auditing firm 
acceptable to the Representative in connection with the preparation of the finan­
cial statements required to be included in the Registration Statement and shall 
continue to appoint such auditors or such other auditors as are reasonably accept­
able to the Representative for a period of five years following the Effective Date of 
the Registration Statement.
b. Prior to the Effective Date, the Company will enter into 
employment agreements with its key management employees with the terms 
thereof including the term and the compensation of each person subject to the rea­
sonable approval of the Representative. The compensation payable to such per­
sons shall be acceptable to the Representative so long as such compensation is 
within industry standards.
c. The Company shall bear the cost of preparing and deliver­
ing to the Representative and its counsel four leather bound volumes containing 
copies of all documents and appropriate correspondence filed with or received 
from the Commission, Nasdaq and the NASD, and all closing documents.
d. The Company will for a period of five years:
(i) Furnish to the Representative and to the Company’s 
stockholders annual audited financial statements.
(ii) Distribute an annual report meeting the requirements 
of Rule 14a-3 under the 1934 Act to all stockholders setting forth clearly the finan­
cial position of the Company.
(iii) Designate an Audit Committee and a Compensation 
Committee (the members of which shall be subject to our reasonable approval) 
which will generally supervise the financial affairs and executive compensation of 
the Company, respectively. The Audit Committee shall be comprised of members 
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that meet the listing standards of the Nasdaq Stock Market, Inc. and will comply 
with its obligations as outlined in 1934 Act Release No. 34-42266.
(iv) At its expense, shall cause its regularly engaged inde­
pendent certified public accountants to review (but not audit) the Company’s 
financial statements for each of the first three fiscal quarters prior to the 
announcement of quarterly financial information, the filing of the Company’s 
quarterly reports and the mailing of quarterly financial information to security 
holders, all in accordance with the obligations imposed upon such accountants by 
1934 Act Release No. 34-42266.
e. The Company will cause its transfer agent to furnish to the 
Representative a duplicate copy of the daily transfer sheets prepared by the trans­
fer agent during the six-month period commencing on the Effective Date and, for 
a period of four and one-half years thereafter, the Representative shall have the 
right to request duplicate copies of such transfer sheets and/or a duplicate copy of 
a list of stockholders, in its sole discretion and at the Company’s expense.
f. Our obligation under the underwriting agreement shall be 
subject to, among other things, there being, in our opinion: (i) no material adverse 
change in the conditions or obligations of the Company or its present or proposed 
business and affairs; or (ii) no market conditions which might render the offer and 
sale of the Shares herein contemplated inadvisable. Further, our obligations shall 
be subject to the Company’s successful listing of its securities on the Nasdaq 
SmallCap Market or the Nasdaq National Market.
g. This letter is not, and your acceptance hereof does not, con­
stitute a prior agreement to consummate the financing outlined above. Such bind­
ing agreement shall be contained only in the Underwriting Agreement or an 
agreement to enter into an Underwriting Agreement.
h. The Company agrees that in the event the Committee on 
Corporate Financing of the NASD shall determine that any Company stock or 
stock options issued to, or financial consulting or other agreements of the 
Company, with any person or persons who are unaffiliated with the 
Representative are nevertheless considered underwriting compensation, the 
Company will take such action as the NASD may require to prevent such stock 
options or agreements from having any adverse effect on the Representative’s 
allowable compensation. In the event that the NASD still deems the 
Representative’s compensation to be unacceptable, the Representative shall, in its 
sole discretion, make such further adjustments to the form of its compensation as 
it deems necessary to obtain NASD clearance, so long as such compensation 
adjustments do not increase the amount of total compensation provided for in this 
letter of intent.
i. Certificates for the securities offered shall be first submit­
ted to the Representative for approval prior to printing. The Company shall, as 
promptly as possible after filing the Registration Statement with the Commission, 
have the Shares eligible for closing through Depository Trust Company.
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19. Aftermarket Support. As a matter of policy, the Representative spon­
sors its underwriting clients with aftermarket activities to ensure that its cus­
tomers, other members of the investing public, and the various segments of the 
financial community will be kept abreast of developments relating to the 
Company and its industry. The Representative intends to make a market in the 
Company’s securities after the Public Offering, and will use its best efforts to 
interest other investment banking firms and research analysts in following the 
Company. The Company shall assist the Representative in its aftermarket sup­
port activities by being available to hold periodic updates with the Representative, 
market makers, analysts and their representatives.
20. Performance Escrow. The majority shareholder of the Company’s 
common stock outstanding prior to the Public Offering will place in an escrow 
account an aggregate of 600,000 shares of common stock at or prior to the 
Effective Date. Such shares of common stock shall be subject to release from 
escrow upon: (i) the Company achieving revenues exceeding $100.0 million and 
EBITDA exceeding $10.0 million in fiscal year 2002; or (ii) the Company achiev­
ing revenues exceeding $250.0 million and EBITDA exceeding $25.0 million in fis­
cal year 2003. In the event the Company fails to meet the criteria set forth above 
in fiscal 2002 or fiscal 2003, the escrowed shares of Common Stock shall be 
released at the earlier of: (i) seven years from the Effective Date, or (ii) consum­
mation of a merger, acquisition or exchange in which the Company is not the sur­
viving entity or in which the majority shareholder of the Company owns less than 
50% of the outstanding capital stock of the surviving entity following such trans­
actions or the sale of all or substantially all of the assets of the Company that is 
approved by a majority of the holders of the outstanding shares, excluding the 
shares held in the escrow account.
21. Letter of Intent.
a. Notwithstanding anything contained herein to the contrary, 
it is expressly understood that this document is a letter of intent and that no lia­
bility or obligation of any nature whatsoever is intended to be created between any 
of the parties hereto, except for the liability for expenses provided for in 
Paragraphs 11 and 13. This letter does not and is not intended to constitute a 
binding agreement to consummate the Public Offering outlined herein, nor an 
agreement to enter into the Underwriting Agreement. The parties propose to pro­
ceed promptly and in good faith to conclude arrangements with respect to the pro­
posed Public Offering and any legal obligations between the parties shall be only 
as set forth in the Underwriting Agreement.
b. This letter of intent shall be construed under the Laws of the
State of__________. The Representative and the Company agree that any contro­
versy arising out of or relating to this letter of intent or proposed Public Offering 
shall be arbitrated under binding arbitration in____________in accordance with
the rules then in effect of the NASD.
This letter of intent may be signed in counterparts, but all such 
counterpart signatures shall be considered as a single document.
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c._ If a party signs this letter of intent and transmits an elec­
tronic facsimile of the signature page to the other party, the party who receives 
the facsimile transmission may rely upon the electronic facsimile as a signed orig­
inal of this letter of intent. By acceptance hereof, the Company agrees not to 
“shop” this letter of intent with other investment bankers. This letter of intent 
shall be effective only if executed by the parties on or prior to the close of business 
on____________ .
If the foregoing is agreeable to you, kindly execute a duplicate copy of this let­




The terms of this letter of intent have been accepted and agreed to as of the 




Follow-On Public Offering 
Letter of Intent*
* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 





This is to record the mutual intention of Company (the “Company”) and 
Underwriters (the “Underwriters”) to undertake a public offering of 2.6 million 
shares of Common Stock (the “Common Stock”).
1. Subject to the satisfactory completion of our normal due diligence 
analysis, market conditions at the time of such offering and execution and deliv­
ery of the definitive underwriting agreement referred to below, it is our intention 
to purchase 2.6 million shares of Common Stock from the Company and to resell 
such securities to the public in an offering (the “Offering”) to be registered with 
the Securities and Exchange Commission (the “SEC”) on Form SB-1 under the 
Securities Act of 1933. The Company will also grant the Underwriters a 30 day 
over-allotment option to purchase up to an additional 390,000 shares of the 
Common Stock.
2. In consideration of our effort to market the Common Stock, the 
Company will proceed to prepare and to file a registration statement with the 
SEC. The registration statement, all amendments thereto and all related filings 
with the SEC shall be subject to approval by us and our counsel before the filing 
is made.
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3. The Company will pay all expenses normally related to an under­
writing, including, but not limited to, the fees and expenses of its counsel, 
printing, accounting, postage, SEC and NASD filing fees, state fees and the 
portion of the fees and expenses of our counsel which relate to the obtaining 
of Blue Sky qualifications in various states. In addition, the Company will pay 
all out-of-pocket travel expenses of its officers relating to the roadshow. The 
Underwriters will pay for the expenses, including meeting room, food and bev­
erage charges, of holding information meetings with respect to the Offering for 
institutional and retail investors. In addition, the Underwriters will be 
responsible for their own expenses (including the fees and the expenses of 
their counsel) and will pay the expenses of running the customary advertise­
ments in various publications following the Offering. Notwithstanding the 
foregoing, the Company shall reimburse the Underwriters on demand for all 
their out-of-pocket expenses, including, without limitation, the fees and dis­
bursements of their counsel, in the event that the Underwriters discover dur­
ing due diligence an issue concerning the Company or its business, financial 
condition, results of operations or prospects which the Underwriters reason­
ably determine could have a material adverse effect on the marketing of the 
Offering and end their involvement in the Offering, or if the Company, for 
whatever reason, decides not to pursue, abandons or otherwise fails to proceed 
with the Offering or decides to terminate the involvement of the Underwriters 
in the offering.
4. The exact terms of the underwriting will be set forth in an under­
writing agreement to be entered into by the Underwriters and the Company. 
The public offering price per share of the Common Stock will be determined 
immediately prior to commencement of the Offering, and such price shall be 
agreed to by the Underwriters and the Company after full consideration of mar­
ket conditions existing at that time. The underwriting spread is expected to be 
7.0% of the public offering price and will be determined at the time of final pric­
ing. The underwriting agreement between us will contain customary reciprocal 
indemnification provisions.
5. The Underwriters will not be bound to receive and pay for, and 
the Company will not be bound to issue and sell, the Common Stock until Blue 
Sky qualifications have been assured in a reasonable number of states to our 
mutual satisfaction, and a final underwriting agreement satisfactory to each 
of us is executed.
6. This letter of intent is submitted by us as a statement of mutual 
intention and creates no binding obligation of any kind on the Company or us 
other than as set forth in the last sentence of the fourth paragraph of this letter. 
The document which defines the formal commitment is the underwriting agree­
ment which, subject to the conditions described herein, would be created by the 
Company and the Underwriters immediately prior to the commencement of the 
Offering. We look forward to working with you and your associates on the pro­
posed Offering.
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If the foregoing is in accordance with your understanding of the intentions of the 












Engagement Agreement for 
Institutional Placement*
* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 





This letter will confirm the terms and conditions of the engagement of the 
Advisor (the “Advisor”), by Company (the “Company”) to act as the exclusive 
financial advisor to the Company in connection with the exploration of one or more 
private equity or debt offerings (“Financing Transactions”). The Advisor’s services 
in connection with the Financing Transactions are hereinafter referred to as the 
“Engagement.” The decision to complete a Financing Transaction will be at the 
sole discretion of the Company.
1. As the Company’s exclusive financial advisor, the Advisor will imme­
diately assist the Company, on a best efforts basis, in completing a private debt or 
equity offering, the success and completion of each of which would be subject to, 
among other things, the performance of the Company. The Advisor shall provide 
financial advisory services, including, but not limited to, the following:
(a) assisting the Company and/or its consultants in developing a 
financial model based upon management’s operating assumptions that will incor­
porate various capital structures and market assumptions to allow management 
to understand the potential impact of its various financing strategies;
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(b) assisting the Company and its board of directors in develop­
ing and executing a financing strategy;
(c) assisting the Company in its presentations to potential 
lenders and purchasers of the Company’s securities;
(d) assisting the Company in executing the Financing 
Transactions; and
(e) advising the Company’s management and board of directors 
on matters related to the Financing Transactions.
2. In performing its services hereunder, the Advisor shall familiarize 
itself with and consider, among other things, the history and nature of the busi­
ness of the Company, the condition and prospectus of the Company’s industry, the 
operations, financial results, conditions, properties and prospects of the Company, 
and such other factors as the Advisor deems relevant. The Advisor shall be 
entitled to rely entirely, without independent investigation, on publicly available 
information and such other information as may be supplied by the Company. The 
Company shall be solely responsible for the legal sufficiency, accuracy and com­
pleteness of any information memorandum or other disclosure document as well 
as for the Company’s compliance with all applicable laws and regulations relating 
to the Financing Transactions. For the sake of clarity, the scope of our engage­
ment shall not include giving tax, legal, regulatory, accountancy or other special­
ist or technical advice from other sources.
3. The Company acknowledges that the availability of the Advisor to 
perform its services is in large part dependent on the Company furnishing the 
Advisor with information regarding the Company in a timely fashion. The 
Company agrees to promptly furnish the Advisor with all financial and other 
information regarding the Company and its business and financial prospects, 
insofar as such information is available to it, that the Advisor may reasonably 
request, and to provide to the Advisor reasonable access to the Company’s officers, 
directors, employees, accountants, legal counsel and other advisors.
4. The Company hereby represents and warrants that all information 
furnished to the Advisor by the Company shall be complete and correct in all 
material respects when furnished and shall not contain any untrue statements of 
a material fact or omit to state a material fact necessary in order to make the 
statements therein not misleading in the light of the circumstances under which 
such statements were made.
5. The Advisor agrees to keep all information it receives from the 
Company, its employees and affiliates confidential, except to the extent such infor­
mation (a) is or becomes generally available to the public (other than as a result of 
a disclosure by the Advisor), (b) was available to the Advisor on a non-confidential 
basis from a person other than the Company who, to the knowledge of the Advisor, 
is not bound by a confidentiality agreement with the Company or otherwise pro­
hibited from transferring such information to the Advisor, (c) the Company agrees 
may be disclosed, (d) the Advisor is required by law, regulation, legal process or 
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regulatory authority to disclose and after reasonable notice to the Company, or (e) 
is required by the Advisor to enforce its rights under this letter. The obligations of 
the Advisor under the proceeding sentence shall survive the consummation of any 
Financing Transaction and the termination of the Engagement.
6. For its services in connection with the Engagement, the Company
shall pay to the Advisor a non-refundable retainer fee (“Retainer Fee”) and a con­
tingent fee, as set forth below (the “Contingent Fee”). The Retainer Fee in the 
amount of $_______ shall be due and payable upon the signing of this Agreement.
The Contingent Fee shall be contingent upon the closing of a Financing 
Transaction and shall be payable on the date of such closing.
7. In the event debt or equity capital is raised by the Advisor on behalf 
of the Company, the Company shall pay the Advisor the Contingent Fee on clos­
ing and funding of each Financing Transaction described below in an amount 
equal to the following:
(a) ______ percent (_____%) of the gross proceeds raised in the pri­
vate placement of equity or debt which is convertible into equity, so long as such 
proceeds were raised from investors introduced by the Advisor;
(b) ______ percent (_____%) of the gross proceeds raised in the pri­
vate placement of debt which is subordinated to the Company’s primary credit 
facility; whether such proceeds were raised form investors introduced by the 
Advisor or otherwise.
(c) Should the Company terminate this engagement:
(i) once the Advisor has entered the private market and
delivered the Memorandum to potential institutional investors, but before insti­
tutional investors have submitted written proposals, the Company shall pay the 
Advisor a cash fee equal to $__________;
(ii) after institutional investors have submitted written
proposals on terms and conditions substantially similar to those contained in the 
Memorandum, but prior to the Company accepting proposals, the Company will 
pay the advisor a cash fee of $______ ; or
(iii) after the Advisor has arranged for a commitment for 
the Financing, which has been accepted in writing by the Company, the Company 
will pay the Advisor a cash fee equal to one-half of the Contingent Fee.
(d) The Advisor shall be entitled to receive full compensation as 
herein provided if the Company closes any Financing Transaction within twelve 
months from and after the termination of the Engagement from a party intro­
duced by the Advisor or to whom the Advisor provided the Memorandum on behalf 
of the Company during the term of the Engagement.
8. In addition to the foregoing fees, the Company shall reimburse the 
Advisor promptly, on a monthly basis, for all the accountable out-of-pocket 
expenses (including reasonable legal fees and expenses) incurred by the Advisor 
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in connection with the Engagement, regardless of whether a Financing 
Transaction is consummated.
9. In addition, if the Advisor places the private equity/debt placement 
contemplated herein, the Company shall grant to the Advisor the right of first 
refusal to serve as a co-managing underwriter of any future public or private offer­
ing of common stock or debt, at fees, and upon terms, customary and consistent 
with industry practice that would be agreed between the Company and the 
Advisor in good faith. The Company acknowledges that this Agreement is neither 
an expressed nor an implied commitment by the Advisor to act in any capacity in 
any such transaction or to purchase or place any securities in connection there­
with, which commitment shall only be set forth in a separate underwriting, place­
ment agency or other applicable type of agreement.
10. Whether or not a Financing Transaction is effected, the Company 
and its affiliates, successors and assigns will jointly and severally indemnify and 
hold harmless the Advisor and its officers, directors, employees, attorneys, con­
sultants, agents, servants, parents, affiliates, successors and assigns, jointly and 
severally (hereinafter collectively “Indemnitee”), from and against any and all 
losses, claims, damages, liabilities, awards, costs and expenses, including but not 
limited to reasonable attorneys’ fees to which Indemnitee may become subject by 
virtue of, in connection with, resulting from, or arising out of the Engagement 
(hereinafter collectively “Claim” or “Claims”). Claims shall include reasonable 
legal and other expenses, including the cost of any investigation and preparation, 
incurred by Indemnitee in connection with any pending or threatened Claim by 
any person or entity, whether or not it results in a loss, damages, liability or 
award. Indemnitee shall be indemnified and held harmless by the Company for 
any and all Claims whether they arise under contract, foreign, federal, state or 
local law or ordinance, common law, or otherwise.
11. Notwithstanding anything above to the contrary: (1) the Advisor 
shall promptly notify the Company after any Claim is asserted, and the Company 
shall have the right, upon notification to the Advisor within 10 days thereafter, to 
assume the defense of such Claim or action and to appoint counsel reasonably sat­
isfactory to Indemnitee to conduct such defense, provided that all expenses and 
costs related thereto shall be borne by the Company; and (2) the Company shall 
not be liable for any Claim to the extent that a court having jurisdiction shall have 
determined by a final, non-appealable, judgment, that such Claim resulted from 
an Indemnitee’s gross negligence or willful misconduct.
The foregoing indemnification commitment of the Company will survive any 
termination of the authorization provided by this letter.
The Company agrees to promptly notify the Advisor of any assertion against 
the Advisor, the Company, or any other person of any Claim or the commencement 
of any action or proceeding relating to the services comprising the Engagement.
12. The Company agrees that the Advisor has the right to place adver­
tisements in financial and other newspapers and journals at the Advisor’s own 
expense describing its services to the Company in connection with the 
216 The CPA’s Guide to Small Business Financing
Engagement provided that the Advisor will submit a copy of any such advertise­
ment to the Company for its prior approval, which approval shall not be unrea­
sonably withheld or delayed.
13. Either the Company or the Advisor may terminate the Engagement 
(except as provided above with respect to any earned Retainer Fee, Contingent 
Fee, reimbursement of expenses and indemnification) at any time, with or with­
out cause, effective upon the other party’s receipt of written notice to that effect.
14. This Agreement shall be governed by and construed in accordance
with the laws of_________________ .
If the foregoing correctly sets forth our agreement, we would appreciate your 
signing both enclosed copies of this letter in the space provided below and return­
ing one of them to us. In the event that we do not receive a copy of this letter evi­
dencing your acceptance and agreement within 10 days of the date hereof, the 
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SERIES A PREFERRED STOCK 
PURCHASE AGREEMENT
THIS SERIES A PREFERRED STOCK PURCHASE AGREEMENT (the 
“Agreement”) is entered into as of this____ day of September, 2002, by and among
the Company (the “Company”), and each of those persons and entities, severally 
and not jointly, whose names are set forth on the Schedule of Purchasers attached 
hereto as Exhibit A (which persons and entities are hereinafter collectively 
referred to as “Purchasers” and each individually as a “Purchaser”).
RECITALS
WHEREAS, the Company has authorized the sale and issuance of up to an 
aggregate of 1,568,648 shares of its Series A Preferred Stock (the “Series A Stock”);
WHEREAS, Purchasers desire to purchase an aggregate of 1,568,648 shares 
of Series A Stock (the “Shares”) on the dates specified in Exhibit A; and
WHEREAS, Purchasers desire to purchase the Shares and the Company 
desires to issue and sell the Shares to the Purchasers on the terms and conditions 
set forth herein.
NOW, THEREFORE, in consideration of the foregoing recitals and the mutu­
al promises (hereinafter set forth) the parties hereto agree as follows:
SECTION 1. AGREEMENT TO SELL AND PURCHASE
1.1 Authorization of Shares. On or prior to the Initial Closing (as defined 
in Section 2.1 below), the Company shall have authorized (i) the sale and issuance 
to Purchasers of the Shares, and (ii) the issuance of such shares of Common Stock 
to be issued upon conversion of the Shares (the “Conversion Shares”). The Shares 
shall have the rights, preferences, privileges and restrictions set forth in the 
Restated Certificate of Incorporation of the Company in the form attached hereto 
as Exhibit B (the “Certificate”).
1.2 Sale and Purchase. Subject to the terms and conditions hereof, at the
respective Closing (as hereinafter defined) set forth on Exhibit A, the Company 
hereby agrees to issue and sell to each Purchaser, severally and not jointly, and 
each Purchaser agrees to purchase from the Company, severally and not jointly, 
the number of Shares set forth opposite such Purchaser’s name on Exhibit A, at a 
purchase price of $_______ per share.
SECTION 2. CLOSING, DELIVERY AND PAYMENT
2.1 Closings. The initial closing of the sale and purchase of the Shares 
under this Agreement (the “Initial Closing”) shall take place as set forth on or 
before , 2002 at the offices of Company or at such other time or place as
the Company and the Purchasers participating in the Initial Closing may mutu­
ally agree (such final date is hereinafter referred to as the “Initial Closing Date”). 
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Upon fulfillment of the conditions set forth in Section 5.2 the Purchasers and 
Company shall proceed with the Second Closing (as defined in Exhibit A) and the 
Final Closing (as defined in Exhibit A) which shall take place as soon as practicable 
after (a) the Company has informed the Purchasers that such conditions have 
been met accompanied by financial statements and a letter explaining in reason­
able detail how such conditions were met or (b) the Purchasers have waived such 
conditions. After having received the information in the preceding sentence, the 
Purchasers shall promptly advise the Company of the meeting or waiver of such 
conditions on or about the dates of the Second Closing and Final Closing. The 
Second Closing and Final Closing shall take place at the offices of the Company at 
a time reasonably acceptable to the Company and the Purchasers.
2.2 Delivery. At each respective Closing, subject to the terms and condi­
tions hereof, the Company will deliver to the Purchasers certificates representing 
the number of Shares to be purchased at the respective Closing by each 
Purchaser, against payment of the purchase price therefor by check; or wire trans­
fer made payable to the order of the Company.
SECTION 3. REPRESENTATIONS AND WARRANTIES
OF THE COMPANY
Except as otherwise set forth in the Schedule of Exceptions attached to this 
Agreement as Schedule 3.0, the Company hereby represents and warrants to each 
Purchaser as set forth in this Section 3. The Company represents and warrants 
that the Schedule of Exceptions properly references the relevant subsections of 
this Section 3. The Company represents and warrants that Schedule of Exceptions 
accurately states in all material respects the exception being made and, to the 
extent any exception relates to a representation or warranty that includes a mate­
riality threshold amount expressed in dollars, such exception contains a descrip­
tion of the estimated exposure in excess of the materiality threshold amount.
3.1 Organization, Good Standing and Qualification. The Company is a 
corporation duly organized, validly existing and in good standing under the 
laws of the State of Delaware. The Company has all requisite corporate power 
and authority to own and operate its respective properties and assets and to 
carry on its business as presently conducted and as presently proposed to be 
conducted, and with respect to the Company to execute and deliver this 
Agreement, the Investors’ Rights Agreement, in the form attached hereto as 
Exhibit C (the “Investors’ Rights Agreement”), and the Stockholder Agreement, 
in the form attached hereto as Exhibit D (the “Stockholder Agreement”) (col­
lectively, the Certificate, Investors’ Rights Agreement and the Stockholder 
Agreement are referred to hereinafter as the “Related Agreements”), to issue 
and sell the Shares and the Conversion Shares and to carry out the provisions 
of this Agreement and the Related Agreements. Except as stated in Schedule 
3.1, the Company is duly qualified and is authorized to do business and is in 
good standing in each jurisdiction in which the nature of its activities and of its 
properties (both owned and leased) makes such qualification necessary except 
for those jurisdictions in which failure to do so would not have a material 
222 The CPA’s Guide to Small Business Financing
adverse effect on the Company, taken as a whole, or its business. The Company 
owns no equity securities of any other corporation, limited partnership or simi­
lar entity. The Company is not a participant in any joint venture, partnership 
or similar arrangement. The Due Diligence Materials (as defined below) contain 
copies of Certificates of Authority for states in which the Company is qualified 
to do business as a foreign corporation.
3.2 Capitalization: Voting Rights. The authorized capital stock of the 
Company immediately prior to the Closing, will consist of (i) 40,000,000 shares 
of Common Stock, 3,661,432 shares of which are issued and outstanding; and 
2,125,000 shares of which are reserved for future issuance to directors, employees 
and consultants pursuant to the Company’s Stock Option Plan; and (ii) 5,000,000 
shares of Preferred Stock, 1,568,648 of which are designated Series A Preferred 
Stock, none of which are issued and outstanding. All issued and outstanding 
shares of the Company’s Common Stock (i) have been duly authorized and validly 
issued, (ii) are fully paid and non-assessable; and (iii) were issued in compliance 
with all applicable state and federal laws concerning the issuance of securities. 
The rights, preferences, privileges and restrictions of the Shares are as stated in 
the Certificate. The Conversion Shares have been duly and validly reserved for 
issuance. Other than as set forth in Section 3.2 of the Schedule of Exceptions, 
and except as may be granted pursuant to this Agreement and the Related 
Agreements, there are no outstanding options, warrants, rights (including 
conversion or preemptive rights and rights of first refusal), proxy or stockholder 
agreements, or agreements of any kind for the purchase or acquisition from the 
Company of any of its securities. When issued in compliance with the provisions 
of this Agreement or the Certificate, as applicable, the Shares and the 
Conversion Shares will be validly issued, fully paid and non-assessable, and will 
be free of any liens or encumbrances, preemptive rights or rights of first refusal 
or transfer; provided, however, that the Shares and the Conversion Shares may 
be subject to restrictions on transfer under state and/or federal securities laws 
as set forth herein or as otherwise required by such laws at the time a transfer 
is proposed. Section 3.2 of the Schedule of Exceptions lists all outstanding debt 
and equity securities of the Company (or obligations to issue securities), includ­
ing options granted, the exercise price of such options and the vesting periods of 
such options. Section 3.2 of the Schedule of Exceptions also includes the price at 
which the securities were issued and the date of issuance of the securities. 
Except as set forth in Section 3.2 of the Schedule of Exceptions, or as otherwise 
provided in this Agreement or in the Related Agreements, there is no plan, 
agreement or other provision that provides for acceleration or other changes 
in the securities of the Company (including vesting of options) with respect to 
any merger, sale of assets, change in control or similar transaction. To the best 
of the Company’s knowledge, there are no voting agreements, voting trusts 
or other voting arrangements with respect to the securities of the Company 
except as may be set forth in the Related Agreements. To the knowledge of 
the Company each stockholder of the Company whose stock was issued in 
connection with services has timely filed an election under Section 83(b) of the 
Code to include into the present period any income attributable to a substantial 
risk of forfeiture.
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3.3 Authorization: Binding Obligations. All corporate action on the part 
of the Company, its officers, directors and stockholders necessary for the authori­
zation of this Agreement, and the Related Agreements, the performance of all obli­
gations of the Company hereunder and thereunder at each respective Closing and 
the authorization, sale, issuance and delivery of the Shares pursuant hereto has 
been taken or will be taken prior to the Initial Closing. The Agreement, and the 
Related Agreements, when executed and delivered, will be valid and binding obli­
gations of the Company enforceable in accordance with their terms, except (i) as 
limited by applicable bankruptcy, insolvency, reorganization, moratorium or other 
laws of general application affecting enforcement of creditors’ rights; (ii) as limited 
by general principles of equity that restrict the availability of equitable remedies; 
and (iii) to the extent that the enforceability of the indemnification provisions in 
Section 2.9 of the Investors’ Rights Agreement may be limited by applicable laws. 
The subsequent conversion of the Shares into Conversion Shares is not and will 
not be subject to any preemptive rights or rights of first refusal that have not been 
properly waived or complied with.
3.4 Financial Statements. The Company has delivered to each Purchaser
(i) its balance sheet as of December 31, 2001 and statement of income for the 12 
month period ending December 31, 2001, and (ii) its unaudited balance sheet as of 
September 30, 2002 (the “Statement Date”) and its unaudited statement of income 
for the seven months ending on the Statement Date (collectively, the “Financial 
Statements”). The Financial Statements were prepared in good faith and on a con­
sistent basis and fairly present the financial condition and position of the Company 
as of their respective dates. The Financial Statements are subject to normal recur­
ring year-end audit adjustments (which are not expected to be material) and do not 
contain footnotes as required under generally accepted accounting principles. The 
assumptions used in preparing such Financial Statements were reasonable. 
Section 3.4 of the Schedule of Exceptions describes the Company’s accounting sys­
tem, lists the bank and other accounts maintained by the Company and the per­
sons who have signature authority for the Company’s accounts. There are no mate­
rial compensation or other accounting charges that need to be taken in connection 
with the issuance of securities by the Company. None of the Company’s options or 
option plans are required to be accounted for under the variable accounting method 
except as may be required in the footnotes to the financial statements.
3.5 Liabilities. The Company does not have any material liabilities and,
to the best of the Company’s knowledge, other than performance obligations under 
agreements included in the two binders of information delivered to counsel to the 
investors on ________ , 2002 (as supplemented in writing) (the “Due Diligence
Materials”), there are no material contingent liabilities not disclosed in the 
Financial Statements, except current liabilities incurred in the ordinary course of 
business subsequent to the Statement Date which have not been, either in any 
individual case or in the aggregate, materially adverse.
3.6 Agreements.
(a) Except for agreements explicitly contemplated hereby and 
agreements between the Company and its employees included in the Due Diligence 
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Materials with respect to the sale of the Company’s Common Stock, there are no 
agreements, understandings or proposed transactions between the Company and 
any of the Company’s officers, directors, affiliates, or any affiliate thereof.
(b) There are no agreements, understandings, instruments, con­
tracts, proposed transactions, judgments, orders, writs or decrees to which the 
Company is a party or to its knowledge by which it is bound which may involve (i) 
obligations (contingent or otherwise) of, or payments to, the Company in excess of 
$________ or (ii) the license of any patent, copyright, trade secret or other propri­
etary right to or from the Company (other than licenses arising from the purchase 
of “off the shelf’ or other standard products), or (iii) provisions restricting or affect­
ing the development, manufacture or distribution of the Company’s products or 
services, or (iv) indemnification by the Company with respect to infringements of 
proprietary rights (other than indemnification obligations arising from purchase 
or sale agreements entered into in the ordinary course of business).
(c) The Company has not (i) declared or paid any dividends, or
authorized or made any distribution upon or with respect to any class or series of 
its capital stock, (ii) incurred any indebtedness for money borrowed or any other 
liabilities (other than with respect to dividend obligations, distributions, indebt­
edness and other obligations incurred in the ordinary course of business or as dis­
closed in the Financial Statements) individually in excess of $_____ or, in the case
of indebtedness and/or liabilities individually less than $50,000, in excess of 
$________ in the aggregate, (iii) made any loans or advances to any person, other
than ordinary advances for travel expenses, or (iv) sold, exchanged or otherwise 
disposed of any of its assets or rights, other than the sale of its inventory in the 
ordinary course of business.
(d) For the purposes of subsections (b) and (c) above, all indebt­
edness, liabilities, agreements, understandings, instruments, contracts and pro­
posed transactions involving the same person or entity (including persons or enti­
ties the Company has reason to believe are affiliated therewith) shall be aggre­
gated for the purpose of meeting the individual minimum dollar amounts of such 
subsections.
(e) The Due Diligence Materials contain all true and correct 
copies of all material agreements of the Company and there has been no written 
modification, amendment or waiver of any material right or obligation of any such 
agreement not included with the Due Diligence Materials.
3.7 Obligations to Related Parties. There are no obligations of the 
Company to officers, directors, stockholders, or employees of the Company other 
than (i) for payment of salary for services rendered since the commencement of 
the Company’s most recent payroll period, (ii) reimbursement for reasonable 
expenses incurred on behalf of the Company, and (iii) for other standard employee 
benefits made generally available to all employees. None of the officers, directors 
or stockholders of the Company, or any members of their immediate families, are 
indebted to the Company or have any direct or indirect ownership interest in any 
firm or corporation with which the Company is affiliated or with which the 
Company has a business relationship, or any firm or corporation which competes 
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with the Company, except that officers, directors and/or stockholders of the 
Company may own stock in publicly traded companies which may compete with 
the Company. No officer, director or stockholder, or any member of their immedi­
ate families, is, directly or indirectly, interested in any material contract with the 
Company (other than such contracts as relate to any such person’s ownership of 
capital stock or other securities of the Company). Except as may be disclosed in 
the Financial Statements, the Company is not a guarantor or indemnitor of any 
indebtedness of any other person, firm or corporation.
3.8 Changes. Since the Statement Date, there has not been:
(a) Any change in the assets, liabilities, financial condition or 
operations of the Company from that reflected in the Financial Statements, other 
than changes in the ordinary course of business, including the continued incurrence 
of losses in the ordinary course of business, none of which individually or in the 
aggregate has had or is expected to have a material adverse effect on such assets, 
liabilities, financial condition or operations of the Company (taken as a whole);
(b) Any resignation or termination of any officer of the Company 
and the Company, to the best of its knowledge, does not know of the impending 
resignation or termination of employment of any such officer;
(c) Any material change, except in the ordinary course of busi­
ness, in the contingent obligations of the Company by way of guaranty, endorse­
ment, indemnity, warranty or otherwise;
(d) Any damage, destruction or loss, whether or not covered by 
insurance, materially and adversely affecting the properties, business or 
prospects or financial condition of the Company (taken as a whole);
(e) Any waiver by the Company of a valuable right or of a mate­
rial debt owed to it;
(f) Any direct or indirect loans made by the Company to any 
stockholder, employee, officer or director of the Company, other than advances 
made in the ordinary course of business;
(g) Any material change in any compensation arrangement or 
agreement with any employee, officer, director or stockholder of the Company;
(h) Any declaration or payment of any dividend or other distri­
bution of the assets of the Company;
(i) Any labor organization activity;
(j) Any debt, obligation or liability incurred, assumed or guar­
anteed by the Company, except those for immaterial amounts and for current lia­
bilities incurred in the ordinary course of business;
(k) Any sale, assignment or transfer of any patents, trademarks, 
copyrights, trade secrets or other intangible assets of the Company other than 
licenses in the ordinary course of business;
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(l) Any change in any material agreement to which the 
Company is a party or by which it is bound which materially and adversely affects 
the business, assets, liabilities, financial conditions, operations, or prospects of the 
Company, including compensation agreements with the Company’s employees; or
(m) Any other event or condition of any character that, either 
individually or cumulatively, has materially and adversely affected the business, 
assets, liabilities, financial condition, operations, or prospects of the Company, 
taken as a whole.
3.9 Title to Properties and Assets: Liens, etc. The Company has good and
marketable title to its properties and assets, including the properties and assets 
reflected in the most recent balance sheet included in the Financial Statements, 
and good title to its leasehold estates, in each case subject to no mortgage, pledge, 
lien, lease, encumbrance or charge, other than (i) those resulting from taxes which 
have not yet become delinquent, (ii) minor liens and encumbrances which do not 
materially detract from the value of the property subject thereto or materially 
impair the operations of the Company (and do not exceed $________ in the aggre­
gate); and (iii) those that have otherwise arisen outside the ordinary course of 
business (and do not exceed $______ in the aggregate). All facilities, machinery,
equipment, fixtures, vehicles and other properties owned, leased or used by the 
Company are in good operating condition and repair and are reasonably fit and 
usable for the purposes for which they are being used. The Due Diligence 
Materials contain true and correct copies of all leases of the Company that require 
payment of $______ or more in any year.
3.10 Patents and Trademarks. The Company owns or possesses sufficient 
legal rights to all trademarks, service marks, trade names, copyrights, trade 
secrets and licenses, and, to the knowledge of the Company, to all patents, infor­
mation and other proprietary rights and processes necessary for its business as 
now conducted and as proposed to be conducted, without any known infringement 
of the rights of others. There are no outstanding options, licenses or agreements 
of any kind relating to the foregoing, nor is the Company bound by or a party to 
any options, licenses or agreements of any kind with respect to the patents, trade­
marks, service marks, trade names, copyrights, trade secrets, licenses, informa­
tion and other proprietary rights and processes of any other person or entity other 
than such licenses or agreements arising from the purchase of “off the shelf’ or 
standard products. The Company has not received any communications alleging 
that the Company has violated or, by conducting its business as proposed, would 
violate any of the patents, trademarks, service marks, trade names, copyrights or 
trade secrets or other proprietary rights of any other person or entity. The 
Company is not aware that any of its respective employees is obligated under any 
contract (including licenses, covenants or commitments of any nature) or other 
agreement, or subject to any judgment, decree or order of any court or adminis­
trative agency, that would interfere with their duties to the Company or that 
would conflict with the Company’s business as proposed to be conducted. Neither 
the execution nor delivery of this Agreement, nor the carrying on of the Company’s 
business by the employees of the Company, nor the conduct of the Company’s 
business as proposed, will, to the Company’s knowledge, conflict with or result in
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a breach of the terms, conditions or provisions of, or constitute a default under, 
any contract, covenant or instrument under which any employee is now obligated. 
The Company does not believe it is or will be necessary to utilize any inventions, 
trade secrets or proprietary information of any of its respective employees made 
prior to their employment by the Company, except for inventions, trade secrets or 
proprietary information that have been assigned to the Company. Section 3.10 of 
the Schedule of Exceptions lists all domain names, patents, patent applications, 
trademarks, trademark registration filings and registered copyrights of the 
Company. Section 3.10 of the Schedule of Exceptions lists all third party software 
used by the Company either internally or as part of its business to customers 
(“Third Party Software”). All Third Party Software is duly licensed and there are 
no unpaid license fees, royalties or other fees except on-going maintenance at com­
mercially reasonable rates. Section 3.10 describes agreements under which the 
Company has, or has granted, source code rights, including escrows. All software 
developed by the Company’s employees or contractors has been developed as 
“work-for-hire’’ without such employee or contractor retaining any rights or requir­
ing the Company to make any payments except salary or hourly consulting fees.
3.11 Compliance with Other Instruments. The Company is not in viola­
tion or default of (i) any term of its Certificate of Incorporation or Bylaws, (ii) any 
material provision of any mortgage, indenture, contract, agreement, instrument 
or contract to which it is party or by which it is bound, (iii) any judgment, decree, 
order or writ, or (iv) any statute, rule or regulation applicable to the Company 
which would materially and adversely affect the business, assets, liabilities, finan­
cial condition, operations or prospects of the Company. The execution, delivery, 
and performance of and compliance with this Agreement and the issuance and 
sale of the Shares pursuant hereto and of the Conversion Shares pursuant to the 
Certificate will not, with or without the passage of time or giving of notice, result 
in any such material violation, or be in conflict with or constitute a default under 
any such term, or result in the creation of any mortgage, pledge, lien, encum­
brance or charge upon any of the properties or assets of the Company or the sus­
pension, revocation, impairment, forfeiture or nonrenewal of any permit license, 
authorization or approval applicable to the Company, its business or operations or 
any of its assets or properties.
3.12 Litigation. There is no action, suit, proceeding or investigation pend­
ing or to the Company’s knowledge currently threatened against the Company 
that questions (i) the validity of this Agreement or the Related Agreements, (ii) 
the right of the Company to enter into any of such agreements, or to consummate 
the transactions contemplated hereby or thereby, or (iii) which might result, 
either individually or in the aggregate, in any material adverse change in the 
assets, condition, affairs or prospects of the Company, financially or otherwise, or 
any change in the current equity ownership of the Company, nor is the Company 
aware that there is any basis for the foregoing. The foregoing includes, without 
limitation, actions pending or threatened (or any basis therefor known to the 
Company) involving the prior employment of any of the Company’s respective 
employees, their use in connection with the Company’s business of any informa­
tion or techniques allegedly proprietary to any of their former employers, or their 
obligations under any agreements with prior employers. The Company is not a
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party or subject to the provisions of any order, writ, injunction, judgment or decree 
of any court or government agency or instrumentality. There is no action, suit, 
proceeding or investigation by the Company currently pending or which the 
Company intends to initiate.
3.13 Tax Returns and Payments. The Company has timely filed all tax 
returns (federal, state and local) required to be filed by it. All taxes shown to be 
due and payable on such returns, any assessments imposed, and all other taxes 
due and payable by the Company on or before the Closing have been paid or will 
be paid prior to the time they become delinquent. The Company has not been 
advised (i) that any of its returns, federal, state or other, have been or are being 
audited as of the date hereof, or (ii) of any deficiency in assessment or proposed 
judgment to its federal, state or other taxes. There is no material liability for any 
tax to be imposed upon the properties or assets of the Company as of the date of 
this Agreement that is not adequately reserved for in the Financial Statements. 
The Due Diligence Materials contain true and correct copies of all tax returns filed 
by the Company.
3.14 Employees. The Company does not have any collective bargaining 
agreements with any of its respective employees. There is no labor union organiz­
ing activity pending or, to the Company’s knowledge, threatened with respect to 
the Company. No employee has any agreement or contract, written or verbal, 
regarding his employment except as provided in this Agreement or the Related 
Agreements. The Company is not a party to or bound by any currently effective 
employment contract, deferred compensation arrangement, bonus plan, incentive 
plan, profit sharing plan, retirement agreement or other employee compensation 
plan or agreement. To the Company’s knowledge, no employee of the Company, 
nor any consultant with whom the Company has contracted, is in violation of any 
term of any employment contract, proprietary information agreement or any other 
agreement relating to the right of any such individual to be employed by, or to con­
tract with, the Company because of the nature of the business to be conducted by 
the Company; and to the Company’s knowledge the continued employment by the 
Company of their respective present employees, and the performance of the 
Company’s respective contracts with its independent contractors, will not result 
in any such violation. The Company has not received any notice alleging that any 
such violation has occurred. No employee of the Company has been granted the 
right to continued employment by the Company or to any material compensation 
following termination of employment with the Company. The Company is not 
aware that any officer or key employee, or that any group of key employees, 
intends to terminate their employment with the Company, nor does the Company 
have a present intention to terminate the employment of any officer, key employee 
or group of key employees. Section 3.14 of the Schedule of Exceptions sets forth 
the current compensation of each officer of the Company and the compensation 
(base salary and bonuses) for the period from the closing to December 31, 2001 on 
an annual basis, without giving effect to any bonuses declared by the Board of 
Directors from and after the date hereof. No employee or consultant has any 
accrued or unpaid salary at the Initial Closing except for partial month periods in 
the ordinary course of business.
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3.15 Registration Rights. Except as required pursuant to the Investors’ 
Rights Agreement, the Company is presently not under any obligation, and has 
not granted any rights, to register (as defined in Section 1.1 of the Investors’ 
Rights Agreement) any of the Company’s presently outstanding securities or any 
of its securities that may hereafter be issued.
3.16 Compliance with Laws: Permits. The Company is not in violation of 
any applicable statute, rule, regulation, order or restriction of any domestic or for­
eign government or any instrumentality or agency thereof in respect of the con­
duct of its business or the ownership of its properties which violation would mate­
rially and adversely affect the business, assets, liabilities, financial condition, 
operations or prospects of the Company. Without limiting the foregoing, the 
Company will confirm to the Purchasers at or before the Second Closing that the 
Company is not required to be licensed as a “Third Party Administrator” and/or 
required to obtain any other license from, any state insurance department or com­
mission in order for it to perform services for its customers or to otherwise execute 
its business plan. No governmental orders, permissions, consents, approvals or 
authorizations are required to be obtained and no registrations or declarations are 
required to be filed in connection with the execution and delivery of this 
Agreement and the issuance of the Shares, except such as have been duly and 
validly obtained or filed, or with respect to any filings that must be made after 
each respective Closing, as defined in Exhibit A. The Company shall use its best 
efforts to file any documents required to be filed as a result of any Closing in a rea­
sonable time period. The Company has all franchises, permits, licenses and any 
similar authority necessary for the conduct of its business as now being conducted 
by it, the lack of which could materially and adversely affect the business, prop­
erties or financial condition of the Company and believes it can obtain, without 
undue burden or expense, any similar authority for the conduct of its business as 
planned to be conducted.
3.17 Environmental and Safety Laws. The Company is not in violation of 
any applicable statute, law or regulation relating to the environment or occupational 
health and safety, and no material expenditures are, or to the Company’s knowledge 
will be, required in order to comply with any such existing statute, law or regulation.
3.18 Offering Valid. Assuming the accuracy of the representations and 
warranties of the Purchasers contained in Section 4.2 hereof, the offer, sale and 
issuance of the Shares and the Conversion Shares will be exempt from the regis­
tration requirements of the Securities Act of 1933, as amended (the “Securities 
Act”). Neither the Company nor any agent on its behalf has solicited or will solic­
it any offers to sell, or has offered to sell or will offer to sell all or any part of the 
Shares to any person or persons so as to bring the sale of such Shares by the 
Company within the registration provisions of the Securities Act.
3.19 Full Disclosure. This Agreement, the Exhibits hereto, the Related 
Agreements and any certificate delivered by the Company to Purchasers or their 
attorneys or agents in connection herewith or therewith or with the transactions 
contemplated hereby or thereby, do not contain any untrue statement of a mate­
rial fact nor omits to state a material fact necessary in order to make the state­
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ments contained herein or therein not misleading, taken as a whole in light of the 
circumstances under which they were made.
3.20 Minute Books. The copies of the minute books of the Company 
included in the Due Diligence Materials contain complete copies of minutes of 
all meetings and written consents of directors and stockholders since the time 
of incorporation.
3.21 Real Property Holding Corporation. The Company is not a real prop­
erty holding corporation within the meaning of Internal Revenue Code Section 
897(c)(2) and any regulations promulgated thereunder.
3.22 ERISA. The Company has complied in all material respects with the 
applicable rules and regulations of the Employee Retirement Income Security Act 
of 1974, as amended, with respect to any employee benefit plans subject thereto.
3.23 Exchange Act Compliance. At such time as the Company becomes 
subject to the reporting requirements of the Securities Exchange Act of 1934, as 
amended (the “Exchange Act”), the Company will use reasonable efforts to timely 
file all required reports under the Exchange Act in order to enable investors to 
use Rule 144 of the Act in connection with transfers of Shares or Conversion 
Shares. At such time as any Shares or Conversion Shares are eligible for trans­
fer under Rule 144(k) of the Act, the Company will remove or cause to have 
removed any restrictive legend on such certificates evidencing the Shares or 
Conversion Shares upon written request from the registered holder of the 
Shares or Conversion Shares. Such holder shall provide any information rea­
sonably requested by the Company or its counsel to facilitate such removal. The 
Company will use its best efforts to facilitate such removal within 30 days of 
receipt of such request.
3.24. Insurance. The Company has obtained commercially reasonable 
insurance to operate its business.
3.25 Company Actions Prior to Second and Final Closing. The Company 
will use its commercially reasonable best efforts to fulfill all conditions applicable 
to it that must be fulfilled after the Initial Closing and prior to each of the Second 
and Final Closings. The Company shall not take any action after the Initial 
Closing and prior to the Second Closing that would modify or adversely affect the 
rights of the Purchasers as described herein and in the Related Agreements.
3.26 Knowledge. For purposes of this Section 3, the term “knowledge” 
means with respect to the Company on any matter in question, whether any of the 
executive officers or directors of the Company has actual knowledge of such matter.
3.27 Merger. The Agreement of Merger between __________________ , a
Delaware corporation (the “Predecessor”), and the Company are legal, valid, bind­
ing, enforceable and in full force and effect under the laws of the State of 
Delaware, and the Company continues as the sole surviving entity with all of the 
rights and assets of the Predecessor. There are no liabilities or obligations of the 
Predecessor not set forth in this Agreement, the Schedule of Exceptions or the Due 
Diligence Materials.
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SECTION 4. REPRESENTATIONS AND WARRANTIES
OF THE PURCHASERS
Each Purchaser hereby represents and warrants to the Company as of the 
Closing, as follows (such representations and warranties do not lessen or obviate 
the representations and warranties of the Company set forth in this Agreement):
4.1 Requisite Power and Authority. Purchaser has all necessary power 
and authority under all applicable provisions of law to execute and deliver this 
Agreement and the Related Agreements and to carry out their provisions. All 
action on Purchaser’s part required for the lawful execution and delivery of this 
Agreement and the Related Agreements have been or will be effectively taken 
prior to the Closing. Upon their execution and delivery, this Agreement and the 
Related Agreements will be valid and binding obligations of Purchaser, enforce­
able in accordance with their terms, except (i) as limited by applicable bankruptcy, 
insolvency, reorganization, moratorium or other laws of general application 
affecting enforcement of creditors’ rights, (ii) as limited by general principles of 
equity that restrict the availability of equitable remedies and (iii) to the extent 
that the enforceability of the indemnification provisions of Section 2.9 of the 
Investors’ Rights Agreement may be limited by applicable laws.
4.2 Investment Representations. Purchaser understands that the 
Shares and the Conversion Shares have not been registered under the Securities 
Act. Purchaser also understands that the Shares are being offered and sold pur­
suant to an exemption from registration contained in the Securities Act based in 
part upon Purchaser’s representations contained in this Agreement. Purchaser 
hereby represents and warrants as follows:
(a) Purchaser Bears Economic Risk. Purchaser is an “accredited 
investor” as that term is defined under Rule 501 of Regulation D of the Securities 
Act. Purchaser has substantial experience in evaluating and investing in private 
placement transactions of securities in companies similar to the Company so 
that it is capable of evaluating the merits and risks of its investment in the 
Company and has the capacity to protect its own interests. Purchaser under­
stands that an investment in the Company involves a high degree of risk. 
Purchaser must bear the economic risk of this investment indefinitely unless the 
Shares or the Conversion Shares are registered pursuant to the Securities Act, 
or an exemption from registration is available. Purchaser understands that the 
Company has no present intention of registering the Shares or the Conversion 
Shares or any shares of its Common Stock except as set forth in the Agreement 
and in the Investors’ Rights Agreement. Purchaser also understands that 
there is no assurance that any exemption from registration under the Securities 
Act will be available and that, even if available, such exemption may not allow 
Purchaser to transfer all or any portion of the Shares or the Conversion 
Shares under the circumstances, in the amounts or at the times Purchaser 
might propose.
(b) Acquisition for Own Account. Purchaser is acquiring the 
Shares and the Conversion Shares for Purchaser’s own account for investment only, 
and not as a nominee and not with a view to their distribution or resale. Purchaser 
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has not taken and will not take or cause to be taken any action that would cause it 
to be deemed an underwriter, as defined in Section 2(11) of the Securities Act, with 
respect to the Shares or the Conversion Shares.
(c) Purchaser Can Protect Its Interest. Purchaser represents 
that by reason of its, or of its management’s, business or financial experience, 
Purchaser has the capacity to protect its own interests in connection with the 
transactions contemplated in this Agreement, and the Related Agreements. 
Further, Purchaser is not aware of the publication of any advertisement in con­
nection with the transactions contemplated in the Agreement.
(d) Company Information. Purchaser has received and read the 
Financial Statements and has had an opportunity to discuss the Company’s busi­
ness, management and financial affairs with directors, officers and management 
of the Company, and has had the opportunity to review the Company’s operations 
and facilities. Purchaser has also had the opportunity to ask questions of and 
receive answers from the Company and its management regarding the terms and 
conditions of this investment, and Purchaser desires no additional information 
with respect to the Company and this investment.
(e) Rule 144. Purchaser acknowledges and agrees that the 
Shares, and if issued, the Conversion Shares must be held indefinitely unless 
they are subsequently registered under the Securities Act or an exemption from 
such registration is available. Purchaser has been advised by its own advisors or 
is aware of the provisions of Rule 144 promulgated under the Securities Act, as 
in effect from time to time, which permits limited resale of shares purchased in 
a private placement subject to the satisfaction of certain conditions, including, 
among other things, the availability of certain current public information about 
the Company, the resale occurring following the required holding period under 
Rule 144, and the number of shares being sold during any three month period 
not exceeding specified limitations.
4.3 Transfer Restrictions. Each Purchaser acknowledges and agrees 
that the Shares and, if issued, the Conversion Shares are subject to restrictions on 
transfer as set forth in the Investors’ Rights Agreement.
4.4 Legends. Each Purchaser understands and acknowledges that the 
certificate evidencing its Shares and, if issued, the Conversion Shares will be 
imprinted with a legend in the form set forth in Section 2.1 of the Investors 
Rights Agreement.
SECTION 5. CONDITIONS TO CLOSING
5.1 Conditions to Purchasers’ Obligations at Initial Closing. Each 
Purchaser’s obligation to purchase the Shares at the Initial Closing is subject to 
the satisfaction, at or prior to the Initial Closing, of the following conditions:
(a) Representations and Warranties True: Performance of 
Obligations. The representations and warranties made by the Company in Section 
3 hereof shall be true and correct in all material respects as of the Closing Date 
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with the same force and effect as if they had been made as of the Closing Date, 
and the Company shall have performed all obligations and conditions herein 
required to be performed or observed by it on or prior to the Closing.
(b) Legal Investment. On the Closing Date, the sale and 
issuance of the Shares and the proposed issuance of the Conversion Shares shall 
be legally permitted by all laws and regulations to which Purchasers and the 
Company are subject.
(c) Consents, Permits, and Waivers. The Company shall have 
obtained any and all consents, permits and waivers necessary or appropriate for 
consummation of the transactions contemplated by the Agreement and the 
Related Agreements (except for such as may be properly obtained subsequent to 
the Closing).
(d) Filing of Certificate. The Certificate shall have been filed with 
the Secretary of State of the State of Delaware and shall be in full force and effect.
(e) Corporate Documents. The Company shall have delivered to 
Purchasers or their counsel copies of all corporate documents of the Company as 
Purchasers shall reasonably request.
(f) Reservation of Conversion Shares. The Conversion Shares 
issuable upon conversion of the Shares shall have been duly authorized and 
reserved for issuance upon such conversion.
(g) Compliance Certificate. The Company shall have delivered to 
Purchasers a Compliance Certificate, executed by the Chief Executive Officer and 
Vice President of Finance of the Company, dated the date of the Closing, to the 
effect that the conditions specified in subsections (a), (c), (d) and (f) of this Section
5.1 have been satisfied.
(h) Investors’ Rights Agreement. An Investors’ Rights 
Agreement, substantially in the form attached hereto as Exhibit C, shall have 
been executed and delivered by the parties thereto.
(i) Indemnification Agreement. An Indemnification Agreement, 
substantially in the form attached hereto as Exhibit E, shall have been executed 
and delivered by the parties thereto.
(j) Board of Directors. Upon the Initial Closing, the Company’s
Bylaws shall provide for a Board of Directors of no less than one or more than five 
directors and the Board of Directors shall include______________________ , the direc­
tor chosen by the Holders of Series A Preferred Stock pursuant to the Certificate.
(k) Minimum Investment at Initial Closing. The Purchasers 
shall purchase at least 470,589 Shares at the Initial Closing, as set forth in 
Exhibit A hereto.
(l) SBA Matters. The Company shall have executed and deliv­
ered to each SBIC Purchaser a Size Status Declaration on SBA Form 480 and an 
Assurance of Compliance on SBA Form 652, and shall have provided to each such 
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Purchaser information necessary for the preparation of a Portfolio Finance Report 
on SBA Form 1031.
(m) Satisfactory Completion of Pre-Investment Review. The 
Purchasers participating in the Initial Closing shall have completed their pre­
investment investigation and review of the Company’s business, condition, assets, 
liabilities, operations, financial performance and prospects and shall be satisfied 
with the results of such investigation and review.
(n) Proceedings and Documents. All corporate and other pro­
ceedings in connection with the transactions contemplated at the Closing here­
by and all documents and instruments incident to such transactions shall be 
reasonably satisfactory in substance and form to the Purchasers and their coun­
sel, and the Purchasers and their counsel shall have received all such counter­
part originals or certified or other copies of such documents as they may rea­
sonably request.
(o) Operational Requirements. The Company shall have satis­
fied the revenue and net income requirements as set forth in the Exhibit A unless 
otherwise waived by the Purchaser.
(p) Non-Compete. Each of the Key Employees (as defined below) 
shall have executed a delivered a Non-Competition Agreement reasonably accept­
able to the Purchasers.
(q) Employees. At or prior to the Initial Closing, the Company
shall have engaged________________________________ (collectively, the “Key Employees”)
as full time employees of the Company. To the best of the Company’s knowledge, the Key 
Employees have no other known or anticipated employment obligations.
(r) Management Stock. Outstanding shares of Common Stock
owned by___________(“Management Stock”) shall be subject to buy-back provi­
sions which are acceptable to the Purchasers.
(s) Proprietary Information Agreements. Each employee, and 
every consultant currently under contract to the Company that has access to or 
developed confidential information of the Company, shall have executed and 
delivered the Employee/Contractor Nondisclosure Agreement (“Nondisclosure 
Agreement”) in the form substantially similar to that set forth in Section 9(j) of 
the Due Diligence Materials that the Purchasers have agreed is reasonably 
acceptable. The Company has secured executed Nondisclosure Agreements from 
all such persons and has given the persons executing such agreements sufficient 
consideration to make the agreements enforceable. All future employees and 
every future consultant under contract that has access to or develops confidential 
information of the Company will execute and deliver the Nondisclosure 
Agreement in the form substantially similar to that set forth in Section 9(j) of the 
Due Diligence Materials.
(t) Legal Opinion. The Company’s counsel shall have rendered 
its opinion as to the issuance of the shares and related matters in a form reason­
ably acceptable to the Purchasers.
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5.2 Conditions to Purchasers’ Obligations at Second and Final Closings. 
Each Purchaser’s obligation to purchase the Shares at each of the Second Closing 
and Final Closing is subject to the satisfaction, at or prior to the respect Closing:
(a) Representations and Warranties True. The representations 
and warranties made by the Company in Section 3 hereof shall be true and cor­
rect in all material respects as of the respective Closing, except for changes in the 
ordinary course of business which are not in the aggregate materially adverse to 
the Company’s business;
(b) Financial Milestones. The Company shall have achieved, or 
the Purchasers shall have waived, the financial milestones for each respective 
Closing set forth on Exhibit A.
(c) Key Person Insurance. The Company shall have obtained key
person insurance in the amount of $________  on each Key Employee except
(d) Compliance Certificate. The Company shall have delivered to 
Purchasers a Compliance Certificate, executed by the Chief Executive Officer of 
the Company, dated the date of the Closing, to the effect that the conditions spec­
ified in subsections (a), (b) and (c) of this Section 5.2 have been satisfied.
5.3 Conditions to Obligations of the Company at the Initial Closing. 
Second Closing and Final Closing. The Company’s obligation to issue and sell the 
Shares at each Closing is subject to the satisfaction, on or prior to each such 
Closing, of the following conditions:
(a) Representations and Warranties True. The representations 
and warranties made by the Purchasers in Section 4 hereof shall be true and cor­
rect in all material respects at the date of the Closing, with the same force and 
effect as if they had been made on and as of said date.
(b) Performance of Obligations. Purchasers shall have per­
formed and complied with all agreements and conditions herein required to be 
performed or complied with by Purchasers on or before the Closing.
(c) Filing of Certificate. The Certificate shall have been filed with 
the Secretary of State of the State of Delaware and shall be in full force and effect.
(d) Investors’ Rights Agreement. An Investors’ Rights 
Agreement, substantially in the form attached hereto as Exhibit C, shall have 
been executed and delivered by the parties thereto.
(e) Payment of Purchase Price. Each Purchaser shall have deliv­
ered to the Company the purchase price for such Purchaser’s Shares in the amount 
set forth opposite such Purchaser’s name on Exhibit A.
SECTION 6. MISCELLANEOUS
6.1 Governing Law. This Agreement shall be governed in all respects by 
the laws of the State of Delaware.
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6.2 Survival. The representations, warranties, covenants and agree­
ments made herein shall survive any investigation made by any Purchaser and 
the closing of the transactions contemplated hereby. All statements as to factual 
matters contained in any certificate or other instrument delivered by or on behalf 
of the Company pursuant hereto in connection with the transactions contemplated 
hereby shall be deemed to be representations and warranties by the Company 
hereunder solely as of the date of such certificate or instrument.
6.3 Successors and Assigns. Except as otherwise expressly provided 
herein, the provisions hereof shall inure to the benefit of, and be binding upon, the 
successors, assigns, heirs, executors and administrators of the parties hereto and 
shall inure to the benefit of and be enforceable by each person who shall be a 
holder of the Shares or the Conversion Shares from time to time.
6.4 Entire Agreement. This Agreement, the Exhibits and Schedules 
hereto, the Related Agreements and the other documents delivered pursuant 
hereto constitute the full and entire understanding and agreement between the 
parties with regard to the subjects hereof and no party shall be liable or bound to 
any other in any manner by any representations, warranties, covenants and 
agreements except as specifically set forth herein and therein.
6.5 Severability. In case any provision of the Agreement shall be invalid, 
illegal or unenforceable the validity, legality and enforceability of the remaining 
provisions shall not in any way be affected or impaired thereby.
6.6 Amendment and Waiver.
(a) This Agreement may be amended or modified only upon the 
written consent of the Company and the holders of at least a majority of the then- 
outstanding Shares (treated as if converted).
(b) The obligations of the Company and the rights of the holders 
of the Shares and the Conversion Shares under the Agreement may be waived 
only with the written consent of the holders of at least a majority of the then-out­
standing Shares (treated as if converted).
(c) Notwithstanding the foregoing subsections (a) and (b), no 
amendment or waiver of any of the following shall be effective against any 
Purchaser without the consent of that Purchaser:
(i) waiver or amendment of any condition of any Closing;
(ii) waiver or amendment of any representation or warranty 
of the Company or any breach thereof;
(iii) any other amendment that affects a Purchaser materially 
and adversely differently than another Purchaser.
6.7 Delays or Omissions. It is agreed that no delay or omission to exer­
cise any right, power or remedy accruing to any party, upon any breach, default 
or noncompliance by another party under this Agreement or the Related 
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Agreements, shall impair any such right, power or remedy, nor shall it be con­
strued to be a waiver of any such breach, default or noncompliance, or any acqui­
escence therein, or of or in any similar breach, default or noncompliance there­
after occurring. It is further agreed that any waiver, permit, consent or approval 
of any kind or character on any Purchaser’s part of any breach, default or non- 
compliance under this Agreement or the Related Agreements or any waiver on 
such party’s part of any provisions or conditions of this Agreement or the Related 
Agreements must be in writing and shall be effective only to the extent specifically 
set forth in such writing. All remedies, either under this Agreement, the Related 
Agreements, by law, or otherwise afforded to any party, shall be cumulative and 
not alternative.
6.8 Notices. All notices required or permitted hereunder shall be in writ­
ing and shall be deemed effectively given: (i) upon personal delivery to the party 
to be notified; (ii) when sent by confirmed telex or facsimile if sent during normal 
business hours of the recipient, or, if not, then on the next business day, (iii) three 
business days after having been sent by registered or certified mail, return receipt 
requested, postage prepaid, or (iv) one day after deposit with a nationally recog­
nized overnight courier, specifying next-day delivery. All communications shall be 
sent to the Company at the address as set forth on the signature page hereof and 
to Purchaser at the address set forth on the signature page hereof or at such other 
address as the Company or Purchaser may designate by ten days advance written 
notice to the other parties hereto.
6.9 Expenses. The Company shall pay all costs and expenses that it
incurs with respect to the negotiation, execution, delivery and performance of the 
Agreement. It is the Company’s responsibility to draft all required documents. 
The Company shall pay at Closing, or promptly following, the reasonable legal 
fees and expenses (not to exceed $______ ) incurred by counsel to the Purchasers,
in connection with the negotiation, execution, delivery and performance of this 
Agreement. The Company will reimburse the Purchasers at or promptly following 
the Closing for any other reasonably incurred out-of-pocket costs.
6.10 Attorneys’ Fees. In the event that any dispute among the parties to 
this Agreement should result in litigation, the prevailing party in such dispute 
shall be entitled to recover from the losing party all fees, costs and expenses of 
enforcing any right of such prevailing party under or with respect to this 
Agreement, including without limitation, such reasonable fees and expenses of 
attorneys and accountants, which shall include, without limitation, all fees, costs 
and expenses of appeals.
6.11 Titles and Subtitles. The titles of the sections and subsections of the 
Agreement are for convenience of reference only and are not to be considered in 
construing the terms of this Agreement.
6.12 Broker’s Fees. Each party hereto represents and warrants that no 
agent, broker, investment banker, person or firm acting on behalf of or under the 
authority of such party hereto is or will be entitled to any broker’s or finder’s fee 
or any other commission directly or indirectly in connection with the transactions 
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contemplated herein. Each party hereto further agrees to indemnify each other 
party for any claims, losses or expenses incurred by such other party as a result 
of the representation in this Section 6.13 being untrue.
6.13 Exculpation Among Purchasers. Each Purchaser acknowledges that 
it is not relying upon any person, firm, or corporation, other than the Company 
and its officers and directors, in making its investment or decision to invest in the 
Company. Each Purchaser agrees that no Purchaser, nor the respective control­
ling persons, officers, directors, partners, agents, or employees of any Purchaser, 
shall be liable for any action heretofore or hereafter taken or omitted to be taken 
by any of them in connection with the Shares and Conversion Shares.
6.14 Pronouns. All pronouns contained herein, and any variations there­
of, shall be deemed to refer to the masculine, feminine or neutral, singular or plu­
ral, as to the identity of the parties hereto may require.
6.15 Counterparts. This Agreement may be executed in two or more coun­
terparts, any one of which need not contain the signatures of more than one party, 
but all such counterparts when taken together shall constitute one and the same 
Agreement.
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IN WITNESS WHEREOF, the parties hereto have executed the Series A 
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EXHIBIT A
SCHEDULE OF PURCHASERS
The following Purchasers shall purchase the number of Shares for the Purchase 
Price set forth opposite their names:
Aggregate
Purchaser Number of Shares Purchase Price
Purchaser 1 1,176,486 $_______
Purchaser 2 128,627 $_______
Purchaser 3 39,216 $_______
Purchaser 4 39,216 $_______
Purchaser 5 9,412 $_______
Purchaser 6 19,608 $_______
Other Series A Investors, 
as set forth on the signature 
pages to the Purchase Agreement 156,083 $_______
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The funds will be distributed to the Company by the Purchasers as follows on the
following dates:







1 The Purchase Price per Share is $_____ .
2 Except as set forth in Section 5.2, there are no additional conditions to Closing that must be met.
3 The Company must satisfy third quarter revenue and net income requirements as follows:
• Revenues must be a minimum of $_____ ;
• Software Revenue must be a minimum of $_____ ; and
• Net Loss must not exceed $_____ .
4 The Company must satisfy third and fourth quarter combined revenue and net income 
requirements as follows:
• Revenues must be a minimum of $_____ ;
• Software Revenues must be a minimum of $_____ ; and
• Net Loss must not exceed $_____ .
• With respect to notes 3 and 4 above, all amounts are determined according to Company prac­
tice using accrual accounting and applying revenue recognition policies consistent with Staff 
Accounting Bulleting 101.



















* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
EXECUTIVE EMPLOYMENT AGREEMENT effective September 1, 2002 
(the “Agreement”) by and between Company (the “Company”), with principal 
offices located at ________________________________________________________ , and
Executive (the “Executive”).
NOW THEREFORE, in consideration of the foregoing premises and mutual 
covenants herein contained, the parties hereto agree as follows:
1. Employment. The Company agrees to employ the Executive and the 
Executive agrees to serve the Company as its Chief Executive Officer.
2. Position and Responsibilities. The Executive shall exert his best 
efforts and devote full time and attention to the affairs of the Company. The 
Executive shall be in charge of formulating the general policy and direction of the 
Company and shall have full authority and responsibility with respect thereto, 
subject to the general direction, approval and control of the Board of Directors and 
to the restrictions, limitations and guidelines set forth by the Board of Directors. 
His powers shall include the authority to hire and fire personnel of the Company 
except for members of the Board of Directors and to retain consultants when he 
deems necessary in order to implement Company policies.
3. Board of Directors. The Executive shall at all times discharge his
duties in consultation with and under the supervision of the Board of Directors of 
the Corporation. In the performance of his duties the Executive shall make his 
principal office at the corporate headquarters of the Company in__________. The
Company may require the Executive to relocate to another facility located within 
30 miles of the city limits of___________, during the term hereof. Any other relo­
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cation shall be subject to Executive’s prior agreement and approval in Executive’s 
sole discretion.
4. Term of Employment. The term of the Executive’s employment 
under this Agreement shall be deemed to have commenced on September 1, 2002 
and shall continue for a three-year period until August 31, 2005, subject to exten­
sion or termination as hereinafter provided. Provided that Executive is in compli­
ance with all of his obligations hereunder, the term of Executive’s employment 
shall be extended for one additional year at the end of each year of the term or 
extended term of this Agreement. For example, if Executive is in compliance with 
all of his obligations hereunder on September 1, 2003, the term shall be extended 
until August 31, 2006.
5. Duties. Except as otherwise provided, during the period of his 
employment hereunder and except for illness, specified vacation periods and rea­
sonable leaves of absence, the Executive shall devote his best efforts and full 
attention and skill during normal working hours to the business and affairs of the 
Company, as such business and affairs now exist and as they may be hereinafter 
changed or added to, under and pursuant to the general direction of the Board of 
Directors of the Company. The Executive will not engage in any other business or 
activity which, in the reasonable judgment of the Board of Directors of the 
Company, would conflict or interfere with the performance of the Executive’s 
duties set forth in this Agreement, whether or not such activity is pursued for 
gain, profit or other pecuniary advantage; provided, however, that the foregoing 
shall not prohibit the Executive from (i) pursuing personal investments, and (ii) 
participating in community affairs, but in each circumstance only to the extent 
that any such activities described in clause (i) and (ii) would not, in the reasonable 
judgment of the Board of Directors of the Company, conflict or interfere with the 
performance of the Executive’s duties set forth in this Agreement or violate the 
Executive’s covenants in Paragraph 12.
6. Compensation. Commencing on September 1, 2002, the Company 
shall pay to the Executive as compensation for his services the sum of $175,000 
per year, payable in accordance with Company policy, or such higher salary as 
may be from time to time approved by the Board of Directors. In addition, the 
Executive shall receive such additional compensation and/or bonuses or stock 
options as may be voted to him at the sole discretion of the Board of Directors.
7. Expense Reimbursement. The Company will reimburse the 
Executive, at least monthly, for all reasonable and necessary expenses incurred by 
him in carrying out his duties under this Agreement. The Executive shall present 
to the Chief Financial Officer or Controller each month an itemized account of 
such expenses in such form as is reasonably required by the Board of Directors. 
Such expenses shall include attorneys’ fees and disbursements of Executive in 
connection with any legal proceedings (including, but not limited to, arbitration), 
whether or not instituted by the Company or Executive, relating to the interpre­
tation or enforcement of any provision of this Agreement; provided, however, that 
in the case of any such proceeding to which the Company and the Executive are 
adverse parties, the losing party shall reimburse the prevailing party for all costs
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and expenses, including attorneys’ fees and disbursements, incurred by the pre­
vailing party in defense or prosecution of any such proceeding. Prior to advancing 
costs and expenses to the Executive, the Board of Directors shall have the right to 
obtain an agreement, and to require acceptable security therefor, from Executive 
requiring him to repay the Company for the same should it be determined that 
Executive is not entitled to payment of such costs and expenses. Such reimburse­
ment shall be paid every thirty (30) days after the Executive provides copies of 
invoices from the Executive’s counsel to the Company. However, such invoices 
may be redacted to preserve the attorney-client privilege, client confidentiality or 
work product.
8. Group Insurance Coverage. The Executive, his wife, and those chil­
dren who qualify will be entitled to participate in the Company’s employee group 
medical and other group insurance programs on the same basis as other execu­
tives of the Company.
9. Medical Examination. The Executive agrees to submit himself for 
physical examination on one occasion per year as requested by the Company 
for the purpose of the Company’s obtaining life insurance on the life of the 
Executive for the benefit of the Company; provided, however, that the 
Company shall bear the entire cost of such examinations and shall pay all pre­
miums on any key man life insurance obtained for the benefit of the Company 
as beneficiary.
10. Vacation Time. The Executive shall be entitled to take four (4) weeks 
paid vacation per calendar year. Such vacation may not be taken in any greater 
than consecutive two (2) week increments. Vacation not used by the Executive 
during the calendar year will be carried forward up to a maximum of ten (10) 
weeks accrual going forward.
11. Benefits Payable on Disability. If the Executive becomes disabled 
from properly performing services hereunder by reason of illness or other phys­
ical or mental incapacity, the Company shall continue to pay the Executive his 
then-current salary hereunder for the first twelve (12) months of such continu­
ous disability commencing with the first date of such disability. If the 
Executive qualifies for coverage during the term of this Agreement, the 
Company shall purchase and maintain a policy of disability insurance which, 
after twelve (12) continuous months of disability, will pay up to $12,000 per 
month of the Executive’s salary until the Executive reaches the age of 65. After 
the first twelve (12) months of disability, the Company has no obligation to 
supplement or augment disability payments made under any such disability 
policy or plan or make any other payment in connection with such disability. If 
the disability insurance policy provides benefits during the first twelve (12) months 
of disability, the Executive’s salary shall be reduced by amounts paid under 
such policy.
12. Obligations of Executive During and After Employment.
(a) The Executive acknowledges that he has agreed to the terms 
of the Non-Disclosure, Non-Compete and Intellectual Property Assignment and 
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License Agreement attached as Exhibit A of this Agreement to induce the 
Company to enter into this Agreement.
(b) Because of his employment by the Company, Executive will
have access to trade secrets and confidential information about the Company, its 
business plans, its business accounts, its business opportunities, its expansion 
plans and its methods of doing business. Executive agrees that for a period of 
eighteen (18) months after termination of his employment (except if such termi­
nation is as a result of termination by Executive with cause under Paragraph 16), 
he will not, directly or indirectly, compete with the Company or its affiliates by 
serving as an employer, employee, consultant, principal, or agent, or otherwise 
directly or indirectly engage in ownership, management, operation, or control, of 
any business within 500 miles of offices operated by the Company or any sub­
sidiary, on the date of termination, where he is involved, in any manner, in the 
business of developing or marketing____________________________________________ .
Ownership shall be defined to exclude ownership of less than five percent of the 
outstanding equity in a publicly traded entity. This non-compete agreement 
shall be void and of no further force or effect in the event the Company fails to 
pay the Executive any amounts due pursuant to Paragraphs 14, 15 or 16, as 
may be applicable.
(c) Any compensation to be paid to the Executive under 
Paragraphs 14, 15 or 16 hereof shall be subject to the Executive complying with 
the non-compete provisions of this Paragraph 12 and the terms of the Non- 
Disclosure, Non-Compete, Intellectual Property Assignment and License 
Agreement. In the event the Executive does not so comply, the Company shall be 
released from any obligations to the Executive under Paragraphs 14, 15 or 16, as 
may be applicable.
(d) In the event this Agreement is terminated by the Executive 
with cause pursuant to Paragraph 16, then the Executive shall have the right to 
terminate the non-compete agreement set forth in this Paragraph 13 by releasing 
the Company from its obligation to pay the Executive any severance compensation 
or other form of compensation otherwise payable hereunder. The Executive shall 
make such election within 30 days of termination with cause by the Executive. In 
the event this Agreement is terminated by the Executive without cause or by the 
Company, the non-compete provisions of this Paragraph 12 and as set forth in the 
Non-Disclosure, Non-Compete, Intellectual Property Assignment and License 
Agreement cannot be terminated by the Executive.
(e) In the event a court of competent jurisdiction finds any pro­
vision of this Paragraph 12 to be so overbroad as to be unenforceable, then such 
provision shall be reduced in scope by the court, but only to the extent deemed nec­
essary by the court to render the provision reasonable and enforceable, it being 
the Executive’s intention to provide the Company with the broadest protection 
possible against harmful competition.
(f) Any conflict between the non-compete provisions contained 
in this Agreement and the Non-Disclosure, Non-Compete and Intellectual 
Property Assignment and License Agreement will be resolved in favor of the pro­
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visions contained in the Non-Disclosure, Non-Compete and Intellectual Property 
Assignment and License Agreement.
13. Termination for Cause by the Company.
(a) Notwithstanding anything herein to the contrary the 
Company may, without liability, terminate the Executive’s employment hereun­
der for cause at any time upon written notice from the Board of Directors specify­
ing such cause, and thereafter the Company’s obligations hereunder shall cease 
and terminate; provided, however, that the Company shall pay the Executive two
(2) weeks pay and that such written notice shall not be delivered until after the 
Board of Directors shall have given the Executive 10 days’ prior written notice 
specifying the conduct alleged to have constituted such cause and the Executive 
has failed to cure such conduct, if curable, within five (5) days following receipt of 
such notice.
(b) Grounds for termination “for cause” are:
(1) A willful and material breach of this Agreement by the 
Executive during the course of his employment;
(2) Habitual neglect of duty by the Executive;
(3) The Executive’s material failure to perform and/or meet 
objective and measurable financial standards set by the Board of Directors and 
agreed upon by the Executive in advance;
(4) The commission of any act of financial fraud or finan­
cial dishonesty by the Executive;
(5) The commission of a felony and the filing of charges by 
any local, state or federal prosecutor alleging the Executive committed a felony; or
(6) The commission of a crime that involves moral turpi­
tude that has or could reasonably be expected to have a material adverse effect on 
the Company, its business or prospects in the reasonable written opinion of the 
Board of Directors.
14. Termination by the Company Without Cause. The Company may 
terminate the Executive’s services without cause at any time upon sixty (60) days’ 
written notice. In such event, in addition to compensating the Executive during 
such sixty (60) day notice period, the Company shall be obligated to compensate 
the Executive with severance pay equal to six months’ compensation payable to 
the Executive in six equal monthly payments commencing on the date of termi­
nation and ending six months from such date. Accordingly, in the event the 
Company terminates this Agreement without cause or chooses not to renew this 
Agreement upon its expiration, the Executive shall receive (i) an aggregate of 
eight months’ salary from and after the date of the Executive’s receipt of a notice 
of termination through and including the date that is eight months from the date 
of termination, and (ii) compensation for any vacation time not taken. All salary 
calculations shall be based on a 360 day year.
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15. Termination by the Executive Without Cause. The Executive, with­
out cause, may terminate this Agreement upon 90 days’ written notice to the 
Company. In such event, the Executive shall be required to render the services 
required under this Agreement during such 90-day period unless otherwise directed 
by the Board of Directors. Compensation for vacation time not taken by Executive 
shall be paid to the Executive at the date of termination.
16. Termination by the Executive For Cause. The Executive may ter­
minate his employment with the Company at any time, upon 30 days’ written 
notice and opportunity for the Company to remedy any non-compliance, by 
reason of (i) the Company’s material failure to perform its duties pursuant to 
this Agreement, (ii) any material diminishment in the duties and responsibil­
ities of the Executive as described in Paragraphs 2 and 5 of this Agreement, 
(iii) any reduction in the Executive’s compensation below that set forth in 
Paragraph 6 hereof, or (iv) Executive’s location of employment is moved more 
than 30 miles from the____________ city limits without the Executive’s prior
written consent; provided that such termination takes place within 90 days 
after receipt by Executive of written notice of such relocation. In the event of 
termination of this Agreement by the Executive for cause, the Executive shall 
be entitled to his compensation during such thirty (30) days’ notice period and 
a severance allowance equal to six months’ salary payable in six equal month­
ly installments commencing on the date of termination and ending six months 
from such date.
17. Termination Upon Death of Executive. In addition to any other pro­
vision relating to termination, this Agreement shall terminate upon the 
Executive’s death. An allowance equal to a total of six months’ salary shall be paid 
in six equal monthly installments to the Executive’s estate during the six month 
period after the date of death.
18. Assistance in Litigation. At the request and expense of the Company 
(including a reasonable payment based on the Executive’s last per diem earnings 
with the Company) for the time involved if the Executive is not then in the 
Company’s employ or receiving severance payments from the Company or any of 
its subsidiaries and upon reasonable notice, the Executive shall, at all times dur­
ing and for a period of three years after the expiration or termination of this 
Agreement, furnish such information and assistance to the Company as it may 
reasonably require in connection with any issue, claim or litigation in which the 
Company may be involved (other than any such issue, claim or litigation with 
respect to which the Executive is a party adverse to the Company). During such 
period, the Executive shall provide such assistance at those times and places as 
may be reasonably requested by the Company and not unreasonably inconvenient 
to the Executive. The Executive shall not be required to provide such assistance 
under this Paragraph 18 for more than three consecutive days or for an aggregate 
of 15 days or more in any consecutive six-month period.
19. Arbitration. Any controversy, dispute or claim arising out of, or relat­
ing to, this Agreement and/or its interpretation shall, unless resolved by agree­
ment of the parties, be settled by binding arbitration in______________ in accor-
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dance with the Rules of the American Arbitration Association then existing. This 
Agreement to arbitrate shall be specifically enforceable under the prevailing arbi­
tration law of the State of____________ . The award rendered by the arbitrators
shall be final and judgment may be entered upon the award in any court of the 
State of__________having jurisdiction of the matter.
20. Executory Rights. The Company agrees that nothing contained 
herein is intended or will be deemed to be granted to the Executive in lieu of any 
rights or privileges to which the Executive may be entitled as a employee of the 
Company under any retirement, pension, profit sharing, insurance, hospitaliza­
tion, health or other plan or plans which may now be in effect or which may be 
adopted hereafter.
21. Assignment. The Executive’s rights and obligations under this 
Agreement shall not be transferrable by assignment or otherwise, nor shall the 
Executive’s rights be subject to encumbrance or to the claims of the Company’s 
creditors. Nothing in this Agreement shall prevent the consolidation of the 
Company with, or its merger into, any other corporation, or the sale by the 
Company of all or substantially all of its property or assets. In the event of sale, 
assignment, or other transfer of the Company’s business or a substantial part of 
its assets, or of the Company’s merger into or consolidation with another corpora­
tion, the rights and benefits of the Company under this Agreement shall be trans­
ferred and assigned, with the written consent of the Executive, and all obligations 
and liability of the Company will thereafter continue.
22. General Provisions.
(a) This Agreement, the Non-Disclosure, Non-Compete and 
Intellectual Property Assignment and License Agreement, Stockholder 
Agreement and the rights of Executive with respect to the benefits of employment 
referred to in this Agreement constitute the entire agreement between the par­
ties hereto in respect of the employment of the Executive by the Company and 
supersede any and all other agreements either oral or in writing between the par­
ties hereto with respect to the employment of the Executive.
(b) Executive shall have no duty to mitigate any payment due 
him from the Company pursuant to this Agreement and any money earned by the 
Executive from other sources after his employment with the Company terminates 
shall not reduce any amount owed to him by the Company pursuant to this 
Agreement.
(c) The provisions of this Agreement shall be regarded as divis­
ible, and if any of said provisions or any part thereof are declared invalid or unen­
forceable by a court of competent jurisdiction, the validity and enforceability of 
the remainder of such provisions or parts thereof and the applicability thereof 
shall not be affected thereby.
(d) This Agreement may not be amended or modified except by a 
written instrument executed by Company and Executive.
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(e)___This Agreement and the rights and obligations hereunder 
shall be governed by and construed in accordance with the laws of the State 
of________________ .
23. Construction. Throughout this Agreement the singular shall include 
the plural, and the plural shall include the singular, and the masculine and 
neuter shall include the feminine, wherever the context so requires.
24. Text to Control. The headings of paragraphs and sections are included 
solely for convenience of reference. If any conflict between any heading and the 
text of this Agreement exists, the text shall control.
25. Authority. The officer executing this agreement on behalf of the 












* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
This Stockholders Agreement is dated as of_______________ , 2002, among
Company (the “Company”), Stockholder 1, Stockholder 2 and Stockholder 3 
(Stockholder 2 and Stockholder 3 hereinafter collectively, “Founders”) 
(Stockholder 1 and the Founders collectively, the “Stockholders”). All other terms 
used herein are defined in Annex I hereto.
PREAMBLE
It is deemed to be in the best interests of the Company and the Stockholders 
that provision be made for the continuity and stability of the business and policies 
of the Company and to that end, the Company and the Stockholders desire to set 
forth their agreement with respect to the shares of capital stock and other securi­
ties of the Company owned by them.
ACCORDINGLY, in consideration of the mutual covenants and agreements 
contained in this Agreement, the sufficiency of which is hereby acknowledged, the 
parties agree as follows:
ARTICLE I
Board of Directors; Other Rights and Obligations
1.1 Board of Directors.
(a) Number of Directors. Each Stockholder shall from time to 
time take such action, in his capacity as a Shareholder of the Company, includ­
ing the voting, in person or by proxy, of the Securities of the Company owned or 
controlled by such Stockholder and entitled to vote, as may be necessary to cause 
the Company to initially be managed by a Board of Directors consisting of five (5) 
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directors of whom three (3) directors and two (2) directors, respectively, shall be 
nominated or designated and elected or appointed by Company and the 
Founders, respectively.
(b) Removal of Directors. The Board of Directors shall have the 
exclusive right under this Section 1.1 (b) to require the removal only with cause of 
any director, except as specified below. In the event that either of the Founders 
nominated to serve as a director pursuant to Section 1.1 (a) ceases to be employed 
by the Company, the Board of Directors shall have the right to remove such per­
son as a director without cause.
(c) Vacancies. If a vacancy on the Board exists or is created by 
reason of the death, removal or resignation of any director, such vacancy shall be 
filled only in accordance with this Section 1.1 (c), any provision in the By-laws to the 
contrary notwithstanding. Each of the Stockholders shall vote in person or by proxy 
all of the Securities of the Company owned or controlled by such Stockholder and 
entitled to vote at any annual or special meeting of the Shareholders of the 
Company called for the purpose of voting on the election of directors, or execute a 
written consent in lieu thereof, and take all such other action as may be necessary 
to elect, or use his commercially reasonable efforts to cause the remaining directors 
to elect, a person to fill such vacancy who is nominated by Company or Founders, 
whichever is entitled to do so, pursuant to Section 1.1(a); provided, however, that 
each such Stockholder shall not be required to cause the remaining directors to elect 
a person to fill such vacancy as described in the foregoing clause of this sentence 
unless the person or persons entitled to fill such vacancy request such Stockholder 
so act. Notwithstanding the foregoing, if a director is removed from his position as 
such under the provisions of Section 1.1(b) then, in such event, the remaining direc­




(a) General. The provisions regarding Transfers of Stock con­
tained in this Article II shall apply to all Securities now owned or hereafter 
acquired by a Stockholder, including Securities acquired by reason of original 
issuance, dividend, distribution, exchange, conversion and acquisition of outstand­
ing Securities from another Person, and such provisions shall apply to any 
Securities obtained by a Stockholder upon the exercise, exchange or conversion of 
any Security, option, warrant or other derivative Security.
(b) Joinder Agreements. No Stockholder shall Transfer any 
Security to a Person not already a party to this Agreement as a Stockholder unless 
and until such Person executes and delivers to the Company a joinder agreement 
(a “Joinder Agreement”) in form and substance reasonably acceptable to the 
Company, pursuant to which such Person will thereupon become a party to, and 
be bound by and obligated to comply with the terms and provisions of, this 
252 The CPA’s Guide to Small Business Financing
Agreement as a Stockholder hereunder; provided, however, that the foregoing 
restriction will not apply to sales to the public following an initial public offering 
of the Company, if any, or to sales pursuant to and consummated in compliance 
with the provisions of Section 2.3. Any Person who executes a Joinder Agreement 
shall be designated a Stockholder (as defined in Annex I hereof). No Person who 
is not a Stockholder who acquires Securities in a Public Sale shall be permitted or 
required to execute a Joinder Agreement.
(c) Transfers By Stockholders. No Stockholder shall, at any time 
prior to the first anniversary of the date of this Agreement, directly or indirectly 
through any other Person, solicit or engage in any discussions or negotiations 
regarding the transfer (other than a Permitted Transfer) to any other Person of, 
or otherwise Transfer, any Securities of the Company owned or held by such 
Stockholder or his Permitted Transferees without first obtaining the prior written 
consent (which shall be subject to approval by the Board of Directors of the 
Company) of the Company, in its sole discretion, provided that in the event of such 
consent, such Transfer shall be subject to the remaining provisions of this Article 
IL Anything contained in this Section 2.1(c) to the contrary notwithstanding, this 
Section 2.1 shall not apply to (i) any Transfer of Securities pursuant to or in accor­
dance with Section 2.2 (Co-Sale and Tag-Along Rights), Section 2.3 (Drag-Along 
Rights), or (ii) any Permitted Transfer.
(d) Transfers to Competitors. Except for Transfers pursuant to 
an Approved Sale in accordance with Section 2.3, no Stockholder shall, without the 
prior written consent of the Board of Directors, Transfer any Securities of the 
Company, or any interest therein, if a majority of those members of the Board of 
Directors who are not Affiliates of such Stockholder (and excluding such 
Stockholder), after receipt of notice from such Stockholder of a proposed Transfer, 
in their sole discretion determine in good faith that such Transfer (i) is to any 
Person who is directly or indirectly engaged in any business or activity that com­
petes with the Company or Company, whether such other engagement shall be as 
an employee, director, officer, consultant, partner, owner or other participant in 
any such business or activity, or (ii) would be detrimental to the best interests of 
the Company.
(e) Founders’ Assignment and Transfer Rights. Notwithstanding 
any of the provisions of Section 2.1(a) through (d), Founders shall have the right to 
form a legal entity and assign the Business Venture Agreement, this Agreement, 
and to transfer Founder’s Securities to such legal entity (“Founders’ Entity”). After 
such an assignment and transfer, Founders’ Entity shall have the same rights and 
obligations under this Agreement and the Business Venture Agreement as 
Founders had prior to such assignment. Notwithstanding such assignment and 
transfer, (i) Founders shall continue to be liable for their respective contributions 
of capital set forth in the Business Venture Agreement, (ii) Founders shall continue 
to remain individually obligated to provide services to the Company under their 
respective Employment Agreements, and (iii) Founders shall continue to be subject 
to the terms of this Agreement applicable to them. The Founders’ Entity shall be 
owned only by Founders, subject to the right of Founders to assign and transfer a 
portion of the ownership interest in Founders’ Entity subject to the condition that
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in no event will the Founders beneficial ownership in the Founders’ Entity consti­
tute less than 25% of the outstanding Common Stock of the Company, and subject 
further to the Founders notifying the Company and Company prior to such assign­
ment and transfer of the identity of the proposed transferee or assignee and the 
amount of ownership interest in the Founders’ Entity to be assigned or transferred.
(f) Founders’ Transfer of Preferred Shares. Notwithstanding 
any of the foregoing provisions of Section 2.1, Founders may not transfer or assign 
the Preferred Shares to any Person other than the Company or Company.
2.2 Co-Sale and Tag-Along Rights.
(a) Subject to Section 2.2(e), if at any time (i) any Stockholder or 
group of Stockholders acting in concert proposes to Transfer any shares of Stock 
of the Company in one or a series of related transactions that constitute ten per­
cent (10%) or more of the outstanding shares of such class or series of Stock at the 
time of such Transfer (taken together with all other transfers in such series of 
related transactions, if applicable) (each such Stockholder, group of Stockholders 
acting in concert, being called the “Transferring Stockholder”), then at least fif­
teen (15) days prior to the closing of such Transfer, the Transferring Stockholder 
shall deliver a written notice (the “Co-Sale Notice”) to the other Stockholders (the 
Stockholders receiving a Co-Sale Notice being referred to herein as the “Other 
Stockholders”) offering the Other Stockholders the option to participate in such 
proposed Transfer. Such Co-Sale Notice shall specify in reasonable detail the iden­
tity of the prospective Transferee and shall include all relevant terms and condi­
tions of the Transfer.
(b) Any Other Stockholder may, within 15 days of the receipt of 
a Co-Sale Notice, give written notice (a “Tag-Along Notice”) to the Transferring 
Stockholder stating that such Other Stockholder wishes to participate in such pro­
posed Transfer and specifying the amount of Stock such Other Stockholder desires 
to include in such proposed Transfer.
(c) If none of the Other Stockholders give the Transferring 
Stockholder a Tag-Along Notice with respect to the Transfer proposed in the Co­
Sale Notice, the Transferring Stockholder may thereafter Transfer the shares spec­
ified in the Co-Sale Notice on substantially the same terms and conditions set forth 
in the Co-Sale Notice. If one or more Other Stockholders give the Transferring 
Stockholder a timely Tag-Along Notice, then the Transferring Stockholder shall use 
all reasonable efforts to cause each prospective Transferee to agree to acquire all 
shares identified in all Tag-Along Notices that are timely given to the Transferring 
Stockholder, upon the same terms and conditions as are applicable to the 
Transferring Stockholder’s shares. If such prospective Transferee is unwilling or 
unable to acquire all shares proposed to be included in such sale upon such terms, 
then the Transferring Stockholder must allocate the maximum number of shares 
that each prospective Transferee is willing to purchase among the Transferring 
Stockholder and the Other Stockholders giving timely Tag-Along Notices in propor­
tion to such Other Stockholders’ (including the Transferring Stockholder’s) 
Proportionate Percentages or such Transferring Stockholder will not be permitted 
to consummate the proposed Transfer.
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(d) Tag-Along and Drag-Along Rights in Company Sale or IPO.
(1) Subject to Section 2.2 (e), in the event of a (i) Sale of 
Company, including a proposed sale in which the purchaser wishes to acquire all 
or substantially all of the common shares and common share equivalents of 
Company, and therefore the Founders sale of their Converted Shares is required, 
or (ii) IPO of Company, notice of the proposed Sale of Company or IPO shall be 
given to Founders in writing (the “Company Sale Notice” or the “Company IPO 
Notice”) as soon as practicable, but not later than 30 days before the transaction 
is schedule to close. If the purchaser in a proposed sale of Company wishes to 
acquire all or substantially all of Company’s common shares and equivalents, 
Company shall so inform Founders in the Company Sale Notice that Founders’ 
participation in the proposed sale will be required (the “Drag-Along Company Sale 
Notice”). If the participation of the Founders in the proposed Sale of Company is 
not required, then Founders shall notify Company within 10 days of the date of 
the Company Sale Notice if Founders wish to have any of their Converted Shares 
included in the Sale of Company (a “Tag-Along Company Sale Notice”).
(2) After receipt of the Tag-Along Company Sale Notice, 
Company shall use its best efforts to ensure that Founders’ Converted Shares, in 
proportion to Founders’ ownership of Company shares after conversion, are sold to 
the sellers as part of the Company Sale on substantially the same terms and condi­
tions applicable to other selling Company shareholders.
(3) After receipt of the Drag-Along Company Sale Notice, 
Company shall include the Founders’ Converted Shares, in proportion to 
Founders’ ownership of Company shares after conversion, in the Sale of Company 
transaction on substantially the same terms and conditions applicable to other 
selling Company shareholders. Founders shall provide all reasonable cooperation 
as may be necessary to assist Company in the closing of a Sale of Company 
including, but not limited to, the execution of all necessary documents, certifi­
cates, stock powers, and similar documents and the delivery of the same to the 
purchaser of Company.
(e) Anything contained in this Section 2.2 to the contrary notwith­
standing, (i) this Section 2.2 shall not apply to (A) any Permitted Transfer, (B) a 
Stockholder’s Transfer of Securities to a Stockholder exercising its right to purchase 
Offered Securities under Section 2.1(c), or (C) Transfers pursuant to Article II hereof.
2.3 Drag-Along Rights.
(a) If at any time the required Stockholders shall approve a 
Sale of the Company (an “Approved Sale”), then, subject to Section 2.3(b) below:
(i) all Stockholders shall consent to and raise no objections against the Approved 
Sale and shall cause their designees on the Board, if any, to take all necessary 
corporate action to approve such Approved Sale; (ii) if the Approved Sale is 
structured in whole or part as a merger or consolidation, or a sale of all or sub­
stantially all assets, each Stockholder shall waive any dissenters rights, apprais­
al rights or similar rights in connection with such merger, consolidation or asset 
sale; (iii) if the Approved Sale is structured in whole or part as a sale of 
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Securities of the Company, the Stockholders shall agree to sell their Shares on 
the terms and conditions approved by and applicable to the them; and (iv) the 
Stockholders shall take all necessary and desirable actions in connection with 
the consummation of the Approved Sale including the execution of such agree­
ments and such instruments and other actions reasonably necessary to provide 
the representations, warranties, indemnities, covenants, conditions, non-com- 
pete agreements, escrow agreements and other provisions and agreements relat­
ing to such Approved Sale, and effectuate the allocation and distribution of the 
aggregate consideration upon the Approved Sale as set forth in Section 2.3(b) 
below. The Stockholders shall be permitted to sell their Shares pursuant to an 
Approved Sale without complying with the provisions of Sections 2.1 and 2.2 of 
this Agreement.
(b) The obligations of the Stockholders pursuant to this Section
2.3 are subject to the satisfaction of the following conditions:
(i) upon the consummation of the Approved Sale, all of the 
Stockholders shall receive the same proportion of the aggregate consideration 
from such Approved Sale that such holder would have received if such aggregate 
consideration had been distributed by the Company in complete liquidation pur­
suant to the rights and preferences set forth in the Charter as in effect immedi­
ately prior to such Approved Sale (without giving effect to any preferences and 
orders of priority of the Preferred Stock, of which there shall be none except the 
right to vote at meetings of Stockholders on an “as if’ converted basis) determined 
by taking into account the exercise or cashing-out of Common Stock Equivalents 
pursuant to clause (iii) below, as applicable);
(ii) if any Stockholder is given an option as to the form 
and amount of consideration to be received, all Stockholders will be given the 
same option;
(iii) all holders of then-currently exercisable Common 
Stock Equivalents will be given an opportunity to either (A) exercise their 
rights to acquire the Stock underlying such Common Stock Equivalents prior 
to the consummation of the Approved Sale (but only to the extent such 
Common Stock Equivalents are then vested or exercisable or would be vested 
or exercisable pursuant to their respective terms) and participate in such sale 
as Stockholders or upon the consummation of the Approved Sale, receive in 
exchange for such Common Stock Equivalents consideration equal to the 
amount determined by multiplying (1) the amount of consideration per share 
of Stock (of the same class as that for which the Common Stock Equivalent is 
then exercisable) received by the holders of such class of Stock in connection 
with the Approved Sale (after taking into account any dilutive effect that would 
have resulted had such holder participated in such sale as a Stockholder) less 
the exercise price per Common Stock Equivalent by (2) the number of Common 
Stock Equivalents (but only to the extent such Common Stock Equivalents are 
then vested or exercisable); and
(iv) no Stockholder shall be obligated to make any out-of- 
pocket expenditure prior to the consummation of the Approved Sale (excluding 
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modest expenditures for its own postage, copies, etc., and the fees and expenses 
of its own counsel retained by it), and no Stockholder shall be obligated to pay 
more than its or his pro rata share (based upon the amount of consideration 
received for or with respect to their shares of Stock and vested Common Stock 
Equivalents) of reasonable expenses incurred in connection with such Approved 
Sale to the extent such costs are incurred for the benefit of all Stockholders and 
are not otherwise paid by the Company or the acquiring party (including the 
costs of one counsel chosen by the Stockholders) (costs incurred by or on behalf 
of a Stockholder for its or his sole benefit will not be considered costs of the 
transaction hereunder);
(v) no Stockholder shall be required to execute any non­
compete agreement which is more restrictive in time or scope than any non-com­
pete covenant from such Stockholder to the Company in effect prior to such 
Approved Sale or incur any personal liability for indemnification in connection 
with an Approved Sale without his express written consent (provided that the 
foregoing shall not prohibit the Company from placing in escrow (or a similar 
withholding) a portion of the consideration to be paid in connection with such 
Approved Sale if such amount is withheld from each Stockholder in equal pro­
portion to the consideration received by such Stockholder and each such 
Stockholder is entitled to receive a similar proportionate share of the such 
amount remaining upon termination of the applicable escrow or indemnity peri­
od); and
(vi) no Stockholder shall be entitled to receive any payment 
in such Approved Sale that is in addition to its share of the consideration in such 
Approved Sale to which it is entitled hereunder unless any such additional 
payment is shared by all Stockholders pro rata based on their respective 
Proportionate Percentages (excluding, however, compensation for services ren­
dered to the Company).
2.4 Preemptive Rights.
(a) Except in the case of Excluded Securities, the Company shall 
not, at any time prior to the consummation of an initial public offering of the 
Company, issue, sell or exchange, agree to issue, sell or exchange, or reserve or set 
aside for issuance, sale or exchange (i) any equity Security of the Company, (ii) 
any debt Security of the Company which by its terms is convertible into or 
exchangeable for any equity Security of the Company, or (iii) any option, warrant 
or other right to subscribe for, purchase or otherwise acquire any equity Security 
of the Company or any debt Security of the Company referred to in clause (ii) 
above, unless in each case the Company shall have first offered (the “Preemptive 
Offer”) to sell such Securities (the “Preemptive Offer Securities”) to the 
Stockholders by delivery to such Stockholders of written notice of such offer (the 
“Preemptive Offer Notice”) stating that the Company proposes to sell such 
Preemptive Offer Securities, the number or amount of the Preemptive Offer 
Securities proposed to be sold, the proposed purchase price therefor and any other 
terms and conditions of such offer. The Preemptive Offer shall by its terms remain 
open and irrevocable for a period of 15 days from the date it is delivered by the 
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Company or such longer period as may be determined by the Company (the 
“Preemptive Offer Period”).
(b) Each Stockholder shall have the option, exercisable at any 
time during the Preemptive Offer Period by delivering written notice to the 
Company (a “Preemptive Offer Acceptance Notice”), to subscribe for (i) the 
number or amount of such Preemptive Offer Securities up to the total number 
or amount of Preemptive Offer Securities proposed to be issued as specified in 
its Preemptive Offer Acceptance Notice. Such Stockholder shall automatically 
be reserved sufficient shares equal to its Proportionate Percentage. Any 
Preemptive Offer Securities not subscribed for by a Stockholder shall be 
deemed to be re-offered to and accepted by the Stockholders (the “Participating 
Shareholders”) exercising their options specified in clause (ii) of the immedi­
ately preceding sentence with respect to the lesser of (A) the amount specified 
in their respective Preemptive Offer Acceptance Notices, and (B) an amount 
equal to their respective Proportionate Percentages with respect to such 
deemed offer. Such deemed offer and acceptance procedures described in the 
immediately preceding sentence shall take place on one occasion only and, if 
not exercised by any Stockholder on such one occasion, shall be deemed extin­
guished. The Company shall notify each Participating Stockholder within five 
days following the expiration of the Preemptive Offer Period of the number or 
amount of Preemptive Offer Securities which such Participating Stockholder 
has subscribed to purchase. Anything contained herein to the contrary 
notwithstanding, the Company may condition the consummation of the 
issuance and sale of Preemptive Offer Securities pursuant to a Preemptive 
Offer on the receipt by the Company of an amount of gross proceeds, or on the 
satisfaction of any other conditions, determined by the Company in its sole dis­
cretion, and in such case may abandon any such proposed sale if such will not 
result in such gross proceeds to the Company, or if any of such other conditions 
are not satisfied.
(c) If Preemptive Offer Acceptance Notices are not given by the 
Stockholders for all the Preemptive Offer Securities, the Company shall have 180 
days from the expiration of the Preemptive Offer Period to sell all or any part of 
such Preemptive Offer Securities as to which Preemptive Offer Acceptance 
Notices have not been given by the Stockholders (the “Refused Securities”) to any 
other Persons, but only upon terms and conditions in all respects, including unit 
price, dividends and interest rates, which are no more favorable, in the aggregate, 
to such other Persons or less favorable to the Company than those set forth in the 
Preemptive Offer. Upon the closing, which shall include full payment to the 
Company, of the sale to such other Persons of all the Refused Securities, the 
Stockholders shall purchase from the Company, and the Company shall sell to the 
Stockholders, the Preemptive Offer Securities in respect of which Preemptive 
Offer Acceptance Notices were delivered by the Stockholders, at the terms speci­
fied in the Preemptive Offer.
(d) The rights under this Section 2.4 shall not apply to the fol­
lowing Securities (the “Excluded Securities”):
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(i) any warrants issued to one or more third party lenders 
(who are not Affiliates of the Company) providing debt financing to the Company 
and Securities issued upon the exercise, conversion or exchange of such warrants 
in accordance with their stated terms;
(ii) any Securities issued to one or more third party sellers 
and other Persons (who are not Affiliates of the Company) by the Company as con­
sideration in an Acquisition by the Company;
(iii) any Securities issued by the Company in an under­
written Public Offering;
(iv) Securities issued upon the exercise or conversion of 
Stock Equivalents issued in compliance with (or not otherwise in violation of) this 
Section 2.4;
(v) shares of Stock issued in a Stock Recapitalization;
(vi) Securities issued upon conversion of other shares of 
capital stock or Convertible Securities of the Company pursuant to the Charter or 
resolution of the Board of Directors; and
(vii) Securities issued to Persons (who are not Affiliates of 
the Company) entering into “corporate partnering,” “strategic investment” or 
other similar types of transactions or relationships with the Company (the char­
acterization of such transactions or relationships to be in the sole discretion of the 
Board of Directors), in which the granting of equity or equity rights constitutes an 
aspect of such transaction or relationship.
2.5 Extinguishment of Preemptive Rights.
Notwithstanding any other language to the contrary set forth elsewhere 
herein, the Company shall have no obligation to provide a Preemptive Offer Notice 
to any Stockholder if at the time the Company is required to provide such notice 
by the terms of Section 2.4 hereof the Stockholder is no longer employed by the 
Company. Likewise, Preemptive Offer Acceptance Notices shall only be effective 
if tendered by the Stockholder when the Stockholder is employed by the Company. 
Any preemptive rights described in Section 2.4 hereof shall be extinguished with­
out further action of the parties hereto upon a Stockholder ceasing to be employed 
by the Company.
ARTICLE III
Repurchase of Stock from Stockholders
3.1 Repurchase Options Upon Stockholder’s Death.
(a) In the event that the Representative of a deceased 
Stockholder proposes to make any Transfer as a distribution of Stock pursuant to 
will or intestate succession, such Representative shall give notice thereof to the 
Company (the “Estate Distribution Notice”). The Company may also on its own 
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initiative, after the death of a deceased Stockholder, give the Representative 
notice that it wishes to commence the procedures under this Section 3.1, which 
notice shall also be deemed an Estate Distribution Notice. Promptly (and in no 
event later than 10 days) after receipt of such Estate Distribution Notice by the 
Company or the giving of such Estate Distribution to the Representative, the 
Company shall mail a copy thereof to each Stockholder (the date of such mailing 
by the Company to the Stockholders being referred to herein as the “Estate 
Distribution Notice Date”).
(b) Upon receipt or delivery of an Estate Distribution Notice as 
hereinabove provided, the Company shall have the option (the “Estate 
Repurchase Option”), exercisable by giving written notice thereof (the “Estate 
Repurchase Notice”) to the Representative within 60 days after the Estate 
Distribution Notice Date, to purchase all or any part of the Shares held by such 
deceased Stockholder or his estate or Representative at a purchase price that 
shall be calculated according to the Purchase Price Formula and that shall be 
paid in cash at the closing of such sale or on such terms as the Company and the 
Representative may otherwise agree.
(c) If for any reason the Company does not elect to purchase 
all of the Shares pursuant to the Estate Repurchase Option, the Company 
shall assign the portion of the Estate Repurchase Option it has determined 
not to exercise to the Stockholders. Upon such assignment, any of the 
Stockholders other than the Permitted Transferees of the deceased 
Stockholder (the “Section 3.1 Eligible Stockholders”) may at its option exer­
cise the Estate Repurchase Option for the Shares that the Company has not 
elected to purchase (the “Section 3.1 Available Shares”). As soon as practica­
ble after the Company has determined that there will be Section 3.1 Available 
Shares, but in any event within 60 days after the Estate Distribution Notice 
Date, the Company shall deliver written notice (the “Stockholders’ Estate 
Repurchase Notice”) to the Section 3.1 Eligible Stockholders, setting forth the 
number of Section 3.1 Available Shares and the price thereof. Each Section
3.1 Eligible Stockholder may elect to purchase any number of Section 3.1 
Available Shares by delivering written notice to the Company within 30 days 
after receipt of the Stockholders’ Estate Repurchase Notice from the Company. 
The Section 3.1 Eligible Stockholders electing to repurchase Shares pursuant 
to this paragraph (c) are referred to collectively herein as the “Section 3.1 
Repurchasing Stockholders.” As soon as practicable, and in any event within 5 
days after the expiration of the 30-day period set forth above, the Company 
shall notify (the “Supplemental Repurchase Notice”) the Representative as to 
the number of Shares being purchased from such Representative by the 
Company and the Section 3.1 Repurchasing Stockholders. At the time the 
Company delivers the Supplemental Estate Repurchase Notice to the 
Representative, each of the Section 3.1 Repurchasing Stockholders shall also 
receive written notice from the Company setting forth the number of Section 3.1 
Available Shares it is entitled to purchase, the aggregate purchase price (if 
known) and the time and place of the closing of the transaction
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(d) If the number of Section 3.1 Available Shares which the 
Section 3.1 Eligible Stockholders have elected to purchase exceeds the number of 
Section 3.1 Available Shares, then (unless the affected parties agree to another 
allocation amongst themselves) the number of such Section 3.1 Available Shares 
which the Section 3.1 Eligible Stockholders shall purchase will be pro rated 
among such Section 3.1 Repurchasing Stockholders based on their respective 
Proportionate Percentages at the time of delivery of the Supplemental Estate 
Repurchase Notice (but not in excess of the number of Section 3.1 Available 
Shares each of them has elected to purchase, with any such excess being reallo-. 
cated among the remaining holders in the same manner).
(e) If the Estate Repurchase Option is duly exercised by the 
Company and/or Section 3.1 Repurchasing Stockholders for all of the Shares that 
are subject to the Estate Repurchase Option, then the closing shall occur at the 
principal offices of the Company at 10:00 a.m. on the tenth Business Day after 
such exercise, or at such other place, time and date as the Company, the Section
3.1 Repurchasing Stockholders and the Representative may agree. At such clos­
ing, the Representative shall deliver to the Company and to each Section 3.1 
Repurchasing Stockholder the certificates for the Shares being sold, duly endorsed 
and with all appropriate assurances, free and clear of all liens, encumbrances and 
adverse claims and with any transfer taxes paid, and, against receipt thereof, (A) 
the Company shall pay to the Representative in cash or equivalent the purchase 
price therefor and (B) each Section 3.1 Repurchasing Stockholder shall pay to the 
Representative in cash the purchase price therefor, in each case calculated in 
accordance with the Purchase Price Formula.
(f) If and to the extent the Company and the Section 3.1 
Eligible Stockholders do not duly exercise the Estate Repurchase Option for all 
of the Shares that are subject to the Estate Repurchase Option within sixty (60) 
days after the Estate Distribution Notice Date (or, having exercised such option, 
the Company and the Section 3.1 Eligible Stockholders rescind such exercise as 
herein permitted), then the Representative may thereafter distribute the Shares 
that were subject to the Estate Repurchase Option to the beneficiaries of the 
deceased Stockholder’s estate or otherwise, provided that with respect to such 
Shares so distributed such Shares shall be subject to the voting proxy pursuant 
to Section 3.4 and each such Transferee shall have complied with the provisions 
of Section 2.1(b).
3.2 Upon Event of Option.
(a) In the event of an occurrence of an Event of Option as to any 
Stockholder, such Stockholder (the “Affected Stockholder”) shall give notice thereof 
to the Company (the “Event of Option Notice”). The Company may also on its own 
initiative, after the occurrence of an Event of Option as to any Stockholder, give the 
Affected Stockholder notice that it wishes to commence the procedures under this 
Section 3.2, which notice shall also be deemed an Event of Option Notice. Promptly 
(and in no event later than 10 days) after receipt of such Event of Option Notice by 
the Company or the giving of such Event of Option Notice to the Affected 
Stockholder, the Company shall mail a copy thereof to each Stockholder (the date of 
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such mailing by the Company to the Stockholders being referred to herein as the 
“Event of Option Notice Date”).
(b) Upon receipt or delivery of an Event of Option Notice as 
hereinabove provided, the Company shall have the option (the “Event of Option 
Repurchase Option”), exercisable by giving written notice thereof (the “Event of 
Option Repurchase Notice”) to the Affected Stockholder within 60 days after the 
Event of Option Notice Date, to purchase all or any part of the Shares held by 
such Stockholder at a purchase price determined in accordance with the 
Purchase Price Formula.
The purchase price arrived at through the application of the Purchase Price 
Formula shall be payable at the election of the Company or its assignee (A) in cash 
in full at the closing of such sale, or (B) upon other terms, if any, as the Company 
and the Affected Stockholder may otherwise agree.
(c) If for any reason the Company does not elect to purchase all 
of the Shares pursuant to the Event of Option Repurchase Option, the Company 
shall assign the portion of the Event of Option Repurchase Option they have 
determined not to exercise to the Stockholders other than the Affected 
Stockholders. Upon such assignment, any of the Stockholders other than 
Permitted Transferees of the Affected Stockholder (the “Section 3.2 Eligible 
Stockholders”) may at its option exercise the Event of Option Repurchase Option 
for the Shares the Company have not elected to purchase (the “Section 3.2 
Available Shares”). As soon as practicable after the Company has determined 
that there will be Section 3.2 Available Shares, but in any event within 60 days 
after the Event of Option Notice Date, the Company shall deliver written notice 
(the “Stockholders’ Repurchase Notice”) to the Section 3.2 Eligible Stockholders, 
setting forth the number of Section 3.2 Available Shares and the price thereof. 
The Section 3.2 Eligible Stockholders may elect to purchase any number of 
Section 3.2 Available Shares by delivering written notice to the Company with­
in 30 days after receipt of the Stockholders’ Repurchase Notice from the 
Company. (The Section 3.2 Eligible Stockholders electing to repurchase Section
3.2 Available Shares pursuant to this paragraph (c) are referred to collectively 
herein as the “Section 3.2 Repurchasing Stockholders.”) As soon as practicable, 
and in any event within 5 days after the expiration of the 30-day period set forth 
above, the Company shall notify (the “Supplemental Repurchase Notice”) the 
Affected Stockholder as to the number of Shares being purchased from such 
Stockholder by the Section 3.2 Repurchasing Stockholders. At the time the 
Company delivers the Supplemental Repurchase Notice to the Affected 
Stockholder, each of the Section 3.2 Repurchasing Stockholders shall also 
receive written notice from the Company setting forth the number of Section 3.2 
Available Shares it is entitled to purchase the aggregate purchase price (if 
known) and the time and place of the closing of the transaction.
(d) If the number of Section 3.2 Available Shares which the 
Section 3.2 Eligible Stockholders have elected to purchase exceeds the number 
of Section 3.2 Available Shares allocated to such Section 3.2 Eligible 
Stockholders, then (unless the affected parties agree to another allocation 
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amongst themselves) the number of such Section 5.2 Available Shares which the 
Section 3.2 Eligible Stockholders shall purchase will be pro rated among such
2.2 Eligible Stockholders based on the number of Shares held by each such 
Stockholder at the time of delivery of the Supplemental Repurchase Notice (but 
not in excess of the number of Section 3.2 Available Shares each of them has 
elected to purchase, with any such excess being reallocated among the remain­
ing holders in the same manner).
(e) If the Event of Option Repurchase Option is duly exercised 
by the Company or the Section 3.2 Eligible Repurchasing Stockholders for all of 
the Shares subject to the Event of Option Repurchase Option, then the closing 
shall occur at the principal offices of the Company at 10:00 a.m. on the tenth 
Business Day after the date of such exercise, or at such other place, time and date 
as the Company, the Section 3.2 Eligible Repurchasing Stockholders and the 
Affected Stockholder may agree. At such closing, the Affected Stockholder shall 
deliver to the Company and to each Section 3.2 Eligible Repurchasing Stockholder 
the certificates for the Shares being sold, duly endorsed and with all appropriate 
assurances, free and clear of all liens, encumbrances and adverse claims and with 
any transfer taxes paid, and, against receipt thereof, (A) the Company and/or (B) 
each Section 3.2 Eligible Repurchasing Stockholder shall pay to the Affected 
Stockholder in cash the purchase price therefor calculated in accordance with the 
Purchase Price Formula.
(f) If and to the extent the Company and the Section 3.2 Eligible 
Stockholders do not duly exercise the Event of Option Repurchase Option for all 
of the Shares subject to the Event of Option Repurchase Option within sixty (60) 
days after the Event of Option Notice Date (or, having exercised such option, the 
Company and the Section 3.2 Eligible Stockholders rescind such exercise as here­
in permitted), then the Affected Stockholder may thereafter distribute the Shares 
that were subject to such Event of Option Repurchase Option, provided that with 
respect to such Shares so distributed such Shares shall be subject to the voting 
proxy pursuant to Section 3.4 and each such Transferee shall have complied with 
the provisions of Section 2.1(b).
3.3 Repurchase Rights Upon a Termination of Employment.
(a) If a Stockholder’s employment with the Company is termi­
nated by such Stockholder (other than as a result of the death or disability of such 
Stockholder) at any time (a “Voluntary Termination”), such Stockholder shall give 
notice thereof to the Company (the “Termination Notice”). The Company may also 
on its own initiative, after the Company’s termination at any time of such 
Stockholder’s employment with the Company for Cause (a “Termination for 
Cause”) or without Cause (a “Termination Without Cause”) or due to Disability (a 
“Disability Termination”), give the Stockholder notice that it wishes to commence 
the procedures under this Section 3.3, which notice shall also be deemed a 
Termination Notice. Promptly (and in no event later than 10 days) after receipt of 
such Termination Notice by the Company or the giving of such Termination Notice 
to the Stockholder, the Company shall mail a copy thereof to each Stockholder (the 
date of such mailing by the Company to the Stockholders being referred to herein 
as the “Termination Notice Date”).
Appendix J: Stockholders Agreement 263
(b) Upon receipt or delivery of a Termination Notice as herein­
above provided, first the Company and, if the Company shall not exercise such 
option, then the Stockholders other than the Stockholder whose employment with 
the Company has terminated (the “Section 3.3 Eligible Stockholders”) shall have 
the option (the “Termination Repurchase Option”), exercisable by giving written 
notice thereof which shall state the purchase price to be paid for such Shares (the 
“Termination Repurchase Notice”) to the terminated Stockholder within 60 days 
after the Termination Notice Date, which purchase price shall be calculated in 
accordance with the Purchase Price Formula and shall be payable within 90 days 
of the Termination Notice Date except as otherwise described below.
The purchase price shall be payable at the election of the Company or the 
Section 3.3 Eligible Stockholders, as the case may be, (A) in cash in full at the clos­
ing of such sale, or (B) in the event of a Voluntary Termination or a Termination 
for Cause only, in four or fewer equal annual installments (as may be determined 
in the sole discretion of the Company or the Section 3.3 Eligible Stockholders) that 
shall be evidenced by a promissory note providing for payments at the closing of 
such sale and on each anniversary thereof until paid in full, together with inter­
est at a rate per annum equal to the prime rate as published from time to time in 
the Wall Street Journal measured as of December 31 of each year while all or a 
portion of the purchase price remains outstanding, or (C) upon such other terms, 
if any, as the Company or the Section 3.3 Eligible Stockholders and the terminated 
Stockholder may otherwise agree.
(c) In the event of a repurchase of any or all of the Shares from
a terminated Stockholder pursuant to this Section 3.3 at a Market Price deter­
mined by the Board pursuant to clause (iii) of the definition of such term in 
Annex I attached hereto, the terminated Stockholder or his Representative (as 
the case may be) shall have the right to contest the Board’s determination there­
of by giving written notice thereof to the Company at any time within 20 days 
after the Company’s delivery of the Termination Repurchase Notice to the ter­
minated Stockholder or his Representative. The Company and the terminated 
Stockholder or his Representative shall for a period of 20 days thereafter 
attempt in good faith to resolve any disagreement between them as to the 
Market Price of all or any portion of the Shares subject to repurchase at the 
Market Price in accordance with the Purchase Price Formula. If the Company 
and the terminated Stockholder or his Representative cannot reach agreement 
on the Market Price of such Shares within such 20-day period, the Market Price 
shall be determined by an investment banking firm of national recognition, 
which firm shall be reasonably acceptable to the Company and the terminated 
Stockholder or his Representative. If the Company and the terminated 
Stockholder or his Representative are unable to agree upon an acceptable invest­
ment banking firm within ten (10) days after the date either party proposed that 
one be selected, the investment banking firm will be selected by an arbitrator 
located in the City of _____________ , selected by the American Arbitration
Association (or if such organization ceases to exist, the arbitrator shall be cho­
sen by a court of competent jurisdiction). The arbitrator shall select the invest­
ment banking firm (within ten (10) days of his appointment) from a list, jointly 
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prepared by the Company and the terminated Stockholder or his 
Representative, of not more than six investment banking firms of national 
standing in the United States, of which no more than three may be named by the 
Company and no more than three may be named by the terminated Stockholder 
or his Representative. The arbitrator may consider, within the ten-day period 
allotted, arguments from the parties regarding which investment banking firm 
to choose, but the selection by the arbitrator shall be made in its sole discretion 
from the list of six. The Company and the terminated Stockholder or his 
Representative shall submit to the investment banking firm their respective cal­
culations of the Market Price of such Shares, and any supporting arguments and 
other data as they may desire, within 10 days of the appointment of the invest­
ment banking firm, and the investment banking firm shall as soon as practicable 
thereafter make its own calculation of the Market Price thereof. The final 
Market Price for purposes hereof shall be that Market Price submitted by the 
Company or the terminated Stockholder or his Representative that is closest to 
the Market Price determined by the investment banking firm. The final deter­
mination of the Market Price of such Shares pursuant to the immediately preced­
ing sentence shall be final and binding upon the parties. The fees and expenses 
of the investment banking firm and arbitrator (if any) used to determine the 
Market Price of such Shares shall be paid by the party whose Market Price sub­
mitted to the investment banking firm was not determined to be closest to the 
final Market Price. If required by any such investment banking firm or arbitra­
tor, the Company and the terminated Stockholder or his Representative shall 
execute a retainer and engagement letter containing reasonable terms and con­
ditions, including, without limitation, customary provisions concerning the 
rights of indemnification and contribution by the Company and the terminated 
Stockholder or his Representative in favor of such investment banking firm or 
arbitrator and its officers, directors, partners, employees, agents and Affiliates.
(d) If for any reason the Company does not elect to purchase 
all of the Eligible Shares pursuant to the Termination Repurchase Option, the 
Company shall assign the portion of the Termination Repurchase Option it 
has determined not to exercise to the Section 3.3 Eligible Stockholders. Upon 
such assignment to the Section 3.3 Eligible Stockholders, the Section 3.3 
Eligible Stockholders, may at his or its option exercise the Termination 
Repurchase Option for the Shares that the Company has not elected to pur­
chase (the “Section 3.3 Available Shares”). As soon as practicable after the 
Company has determined that there will be Section 3.3 Available Shares, but 
in any event within 60 days after the Termination Notice Date, the Company 
shall deliver written notice (the “Stockholders’ Termination Repurchase 
Notice”) to the Section 3.3 Eligible Stockholders, setting forth the number of 
Section 3.3 Available Shares and the price thereof. Each Section 3.3 Eligible 
Stockholder may elect to purchase any number of Section 3.3 Available Shares 
by delivering written notice to the Company within 30 days after receipt of the 
Stockholders’ Termination Repurchase Notice from the Company. (The 
Section 3.3 Eligible Stockholders electing to repurchase Shares pursuant to 
this paragraph (c) are referred to collectively herein as the “Section 3.3 
Repurchasing Stockholders.”) As soon as practicable, and in any event within 
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5 days after the expiration of the 30-day period set forth above, the Company 
shall notify (the “Supplemental Termination Repurchase Notice”) the 
Stockholder as to the number of Shares being purchased from such 
Stockholder by the Company and the Section 3.3 Repurchasing Stockholders. 
At the time the Company delivers the Supplemental Termination Repurchase 
Notice to the Stockholder, each of the Section 3.3 Repurchasing Stockholders 
shall also receive written notice from the Company setting forth the number 
of Section 3.3 Available Shares it is entitled to purchase, the aggregate pur­
chase price (if known) and the time and place of the closing of the transaction.
(e) If the number of Section 3.3 Available Shares which the 
Section 3.3 Eligible Stockholders have elected to purchase exceeds the number of 
Section 3.3 Available Shares, then (unless the affected parties agree to another 
allocation amongst themselves the number of such Section 3.3 Available Shares 
which the Section 3.3 Eligible Stockholders shall purchase will be pro rated 
among such Section 3.3 Repurchasing Stockholders based on the number of 
Shares held by each such Stockholder at the time of delivery of the Supplemental 
Termination Repurchase Notice (but not in excess of the number of Section 3.3 
Available Shares each of them has elected to purchase, with any such excess being 
reallocated among the remaining holders in the same manner).
(f) If the Termination Repurchase Option is duly exercised by the 
Company and/or the Section 3.3 Repurchasing Stockholders, then the closing shall 
occur at the principal office of the Company at 10:00 a.m. on the tenth Business Day 
after the date of such exercise (or, if later, after the date the Market Price of the Shares 
to be purchased is determined pursuant to Section 3.3(c), if applicable), or at such other 
place, time and date as the Company, the Section 3.3 Repurchasing Stockholders and 
the Stockholder may agree. At such closing, the Stockholder shall deliver to the 
Company and to each Section 3.3 Stockholder the certificates for the Shares being sold, 
duly endorsed and with all appropriate assurances, free and clear of all liens, encum­
brances and adverse claims and with any transfer taxes paid, and, against receipt 
thereof (A) the Company or (B) each Section 3.3 Repurchasing Stockholder shall pay 
to the Stockholder in cash or equivalent the purchase price therefor (or, if such pur­
chase price is payable by the Company in installments, the amount due at such clos­
ing and shall deliver a subordinated, unsecured promissory note for the balance 
payable as provided Section 3.3(b).
(g) If and to the extent the Company and the Section 3.3 Eligible 
Stockholders do not duly exercise the Termination Repurchase Option within sixty 
(60) days after the Termination Notice Date (or, having exercised such option, the 
Company and the Section 3.3 Eligible Stockholders rescind such exercise as here­
in permitted), then the Stockholder shall continue to be bound by and subject to 
this Agreement as a Stockholder with respect to the Shares held by him, notwith­
standing the termination of the Stockholder’s employment with the Company.
3.4 Purchase Rights Limited.
Each of the Company’s and the Stockholders’ respective rights to purchase 
Shares pursuant to any provision of this Article III is an option and not an obli­
gation of such Person, and any exercise of such option may be rescinded at any 
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time prior to the date fixed for the closing of any such purchase for any reason by 
the party having the right to exercise such option.
(a) Each Permitted Transferee of a Stockholder hereby grants to 
the Board of Directors of the Company an irrevocable proxy to vote such Stock at 
any and all meetings of the stockholders of the Company and to execute and deliv­
er any and all written consents in lieu thereof and otherwise exercise any and all 
consensual rights with respect to such Stock to the same extent and with the same 
effect as such Stockholder could do under this Agreement, under any applicable 
law or otherwise. Each such Permitted Transferee acknowledges and agrees that 
the proxy granted by him under this Section 3.4(a) is coupled with an interest and 
may not be revoked. All Stock subject to a proxy granted hereunder that becomes 
effective pursuant to the terms hereof and that is to be voted by a proxy holder or 
holders pursuant to this Section 3.4(a) shall be voted by such proxy holder or hold­
ers in the manner provided in the By-laws of the Company as in effect at the time 
in question.
(b) Each Stockholder (and his or her Permitted Transferees) 
hereby grants to the Board of Directors of the Company, effective only upon, but 
at all times after, any Transfer of Stock of the Company owned by such 
Stockholder (and his Permitted Transferees) upon or in connection with the death 
or marital divorce, annulment or separation of such Stockholder an irrevocable 
proxy to vote such Stock at any and all meetings of the Shareholders of the 
Company and to execute and deliver any and all written consents in lieu thereof 
and otherwise exercise any and all consensual rights with respect to such Stock to 
the same extent and with the same effect as such Stockholder (or any such 
Permitted Transferee) could do under this Agreement, under any applicable law 
or otherwise. Each Stockholder (and his or her Permitted Transferees) acknowl­
edges and agrees that the proxy granted by him or her under this Section 3.4 is 
coupled with an interest and may not be revoked. All Stock subject to a proxy 
granted hereunder that becomes effective pursuant to the terms hereof and that 
is to be voted by a proxy holder or holders pursuant to this Section 3.4 shall be 
voted by such proxy holder or holders in the manner provided in the By-laws of 
the Company as in effect at the time in question.
ARTICLE IV
Securities Law Compliance; Legends
4.1 Restriction on Transfer.
In addition to any other restrictions on the Transfer of any Securities con­
tained in this Agreement, the Stockholders shall not Transfer any Restricted 
Securities except in compliance with the conditions specified in this Article IV.
4.2 Restrictive Legends.
Each certificate for the Restricted Securities shall (unless otherwise provid­
ed by the provisions of Section 4.4) be stamped or otherwise imprinted with a leg­
end in substantially the following terms:
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“THE SECURITIES REPRESENTED BY THIS CERTIFICATE HAVE 
BEEN ACQUIRED FOR INVESTMENT AND HAVE NOT BEEN REGISTERED 
UNDER THE UNITED STATES SECURITIES ACT OF 1933 OR ANY STATE 
SECURITIES OR BLUE SKY LAWS. THESE SECURITIES MAY NOT BE SOLD 
OR TRANSFERRED IN THE ABSENCE OF SUCH REGISTRATION OR AN 
EXEMPTION THEREFROM UNDER SAID ACT OR LAWS.”
4.3. Additional Legend.
Each certificate evidencing Shares and each certificate issued in exchange for 
or upon the Transfer of any Shares (if such shares remain Shares as defined here­
in after such Transfer) shall be stamped or otherwise imprinted with a legend in 
substantially the following form:
“THE SECURITIES REPRESENTED BY THIS CERTIFICATE ARE SUB­
JECT TO A STOCKHOLDERS AGREEMENT DATED AS OF____________ , 2002,
AMONG THE ISSUER OF SUCH SECURITIES (THE “COMPANY”) AND CER­
TAIN OF THE COMPANY’S STOCKHOLDERS. THE TERMS OF SUCH 
STOCKHOLDERS AGREEMENT INCLUDE, AMONG OTHER THINGS, VOT­
ING AGREEMENTS, REPURCHASE AGREEMENTS AND RESTRICTIONS ON 
TRANSFERS. A COPY OF SUCH STOCKHOLDERS AGREEMENT WILL BE 
FURNISHED WITHOUT CHARGE BY THE COMPANY TO THE HOLDER 
HEREOF UPON WRITTEN REQUEST.”
The Company shall imprint such legends on certificates evidencing shares 
outstanding prior to the date hereof. The legend set forth above shall be removed 
from the certificates evidencing Securities which cease to be Shares in accordance 
with the terms of this Agreement.
4.4 Notice of Transfer.
The holders of any Restricted Securities, by its acceptance or purchase 
thereof, agrees, prior to any Transfer of any such Restricted Securities (except 
pursuant to an effective registration statement), to give written notice to the 
Company of such holder’s intention to effect such transfer and agrees to comply 
in all other respects with the provisions of this Article IV. Each such notice shall 
describe the manner and circumstances of the proposed Transfer and, unless 
waived by the Company, shall be accompanied by the written opinion, addressed 
to the Company, of counsel for the holder of such Restricted Securities (which 
counsel shall be reasonably satisfactory to the Company) stating that in the opin­
ion of such counsel (which opinion shall be reasonably satisfactory to the 
Company) such proposed Transfer does not involve a transaction requiring regis­
tration or qualification of such Restricted Securities under the Securities Act or 
the securities laws of any state of the United States. Subject to complying with 
the other applicable provisions hereof, such holder of Restricted Securities shall 
be entitled to consummate such Transfer in accordance with the terms of the 
notice delivered by it to the Company if the Company does not object (on the basis 
that such transfer violates the provisions of this Article IV or applicable law) to 
such transfer within five days after the delivery of such notice. Each certificate or 
other instrument evidencing the Securities issued upon the transfer of any 
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Restricted Securities (and each certificate or other instrument evidencing any 
untransferred balance of such securities) shall bear the legend set forth in Section
4.2 unless (i) in such opinion of such counsel registration of the future transaction 
is not required by the applicable provisions of the Securities Act or the securities 
laws of any state of the United States, or (ii) the Company shall have waived the 
requirement of such legend.
4.5 Removal of Legends. Etc.
Notwithstanding the foregoing provisions of this Article IV, the restric­
tions imposed by Sections 4.1, 4.2 and 4.3 upon the transferability of any 
Restricted Securities shall cease and terminate when (i) such Restricted 
Securities are sold or otherwise disposed of in accordance with the intended 
method of disposition by the seller or sellers thereof set forth in a registration 
statement or are sold or otherwise disposed of in a transaction contemplated by 
Section 4.3 which does not require that the Securities transferred bear the leg­
end set forth in Section 4.2, or (ii) the holder of such Restricted Securities has 
met the requirement of transfer of such Restricted Securities pursuant to sub­
paragraph (k) of Rule 144. Whenever the restrictions imposed by Sections 4.1,
4.2 and 4.3 shall terminate, as herein provided, the holder of any Restricted 
Securities shall be entitled to receive from the Company, without expense, a 
new certificate not bearing the restrictive legend set forth in Section 4.2 and not 





Without limiting any other provision of this Agreement, the Charter, the By­
laws or Applicable Law that requires a separate or greater vote by those Persons 
entitled to vote on any matter governed by such provision, any term or provision 
of this Agreement, the Charter and the By-laws may be amended, modified or 
waived only with the prior written consent of (a) the Company and (b) a majority 
of the Shareholders; provided, however, that:
(i) any such amendment, modification, or waiver that would 
adversely affect the rights hereunder of the Stockholders, collectively as a class, 
in their capacities as Stockholders hereunder, without similarly adversely affect­
ing the rights hereunder of all Stockholders, in their capacities as Stockholders 
hereunder, shall not be effective as to the Stockholders, collectively as a class, 
without the prior written consent of the Stockholders (in which case such amend­
ment, modification, or waiver as so approved shall be binding on all Stockholders);
(ii) any such amendment, modification, or waiver that would 
adversely affect the rights hereunder of any single Stockholder, in his, her or its 
capacity as a Stockholder hereunder, without similarly adversely affecting the rights 
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hereunder of all Stockholders, in their capacities as Stockholders hereunder, shall 
not be effective as to such Stockholder without his, her or its prior written consent;
(iii) any such amendment, modification, or waiver that would adversely 
affect the rights hereunder of any single Shareholder, in his, her or its capacity as a 
Shareholder hereunder, without similarly adversely affecting the rights hereunder 
of all Shareholders, in their capacities as Shareholders hereunder, shall not be 
effective as to such Shareholder without his, her or its prior written consent; and
(iv) any such amendment, modification, or waiver that would 
adversely affect the rights hereunder of any single Investor, in his, her or its 
capacity as an Investor hereunder, without similarly adversely affecting the 
rights hereunder of all Investors, in their capacities as Investors hereunder, shall 
not be effective as to such Investor without his, her or its prior written consent.
5.2 Waiver.
No course of dealing between the Company and the Stockholders (or any of 
them) or any delay in exercising any rights hereunder will operate as a waiver of 
any rights of any party to this Agreement. The failure of any party to enforce any 
of the provisions of this Agreement will in no way be construed as a waiver of such 
provisions and will not affect the right of such party thereafter to enforce each and 
every provision of this Agreement in accordance with its terms.
ARTICLE VI
Duration; Termination
The provisions of this Agreement, except as otherwise expressly provided 
herein, shall terminate upon the first to occur of (A) the dissolution, liquidation or 
winding-up of the Company, (B) the written approval of such termination by (i) 
the Company, and (ii) an majority of the Stockholders, and/or (C) the completion 
of an initial public offering of the Company, or (D) ten years from the date hereof. 
Anything contained herein to the contrary notwithstanding, (A) as to any partic­
ular Stockholder, this Agreement shall no longer be binding on or of further force 
or effect as to such Stockholder, except as otherwise expressly provided herein, as 
of the date such Stockholder has Transferred all of such Stockholder’s interest in 
the Company’s Securities and the Transferees of such Securities have, if required 
by Section 2.1 hereof, executed Joinder Agreements, and (B) if the Company com­
pletes an initial public offering prior to the fifth anniversary of the date hereof, all 
of the provisions of this Agreement shall continue in effect (including without lim­
itation the restrictions set forth in Articles II and III hereof) with respect to any 
and all Shares owned by the Stockholders except to the extent that any of such 
Shares would otherwise be salable at the Market Price thereof under the Purchase 
Price Formula, in which case such restrictions shall lapse only upon (x) the sale of 
such Shares in the initial public offering of the Company or thereafter pursuant 
to an exemption from registration such as Rule 144 as permitted herein, or (y) 
upon the passage of time as provided under the Purchase Price Formula and then 
only as to that portion of the Shares that would otherwise be subject to purchase 
at the Market Price under the Purchase Price Formula.




It is the desire and intent of the parties hereto that the provisions of this Agreement 
be enforced to the fullest extent permissible under the laws and public policies applied 
in each jurisdiction in which enforcement is sought. Accordingly, if any particular provi­
sion of this Agreement shall be adjudicated by a court of competent jurisdiction to be 
invalid, prohibited or unenforceable for any reason, such provision, as to such juris­
diction, shall be ineffective, without invalidating the remaining provisions of this 
Agreement or affecting the validity or enforceability of this Agreement or affecting the 
validity or enforceability of such provision in any other jurisdiction. Notwithstanding the 
foregoing, if such provision could be more narrowly drawn so as not to be invalid, pro­
hibited or unenforceable in such jurisdiction, it shall, as to such jurisdiction, be so 
narrowly drawn, without invalidating the remaining provisions of this Agreement 
or affecting the validity or enforceability of such provision in any other jurisdiction.
7.2 Entire Agreement.
This Agreement and the other agreements referred to herein and to be exe­
cuted and delivered in connection herewith embody the entire agreement and 
understanding among the parties hereto with respect to the subject matter here­
of and thereof and supercede and preempt any and all prior and contemporaneous 
understandings, agreements, arrangements or representations by or among the 
parties, written or oral, which may relate to the subject matter hereof or thereof 
in any way. Other than this Agreement and the other agreements referred to here­
in and to be executed and delivered in connection herewith, there are no other 
agreements continuing in effect relating to the subject matter hereof.
7.3 Successors and Assigns.
Except as otherwise provided herein, this Agreement will bind and inure to 
the benefit of and be enforceable by the Company and its successors and assigns 
and the Stockholders and any subsequent holders of Shares and the respective 
successors and assigns of each of them, so long as they hold Shares. None of the 
provisions hereof shall be construed or deemed to create, any right to employment 
in favor of any Person by the Company or any of its Subsidiaries. This Agreement 
is not intended to create any third party beneficiaries.
7.4 Counterparts.
This Agreement may be executed in any number of counterparts, and each 
such counterpart hereof shall be deemed to be an original instrument, but all such 
counterparts together shall constitute but one agreement.
(a) Each Stockholder shall have all rights and remedies 
reserved for such Stockholder pursuant to this Agreement and all rights and 
remedies which such holder has been granted at any time under any other agree­
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ment or contract and all of the rights which such holder has under any law or 
equity. Any Person having any rights under any provision of this Agreement will 
be entitled to enforce such rights specifically, to recover damages by reason of any 
breach of any provision of this Agreement and to exercise all other rights granted 
by law or equity.
(b) The parties hereto agree that if any parties seek to resolve 
any dispute arising under this Agreement pursuant to a legal proceeding, the pre­
vailing parties to such proceeding shall be entitled to receive reasonable fees and 
expenses (including reasonable attorney’s fees and expenses) incurred in connec­
tion with such proceedings.
(c) It is acknowledged that it will be impossible to measure in 
money the damages that would be suffered by any party hereto if any Person also 
a party hereto fails to comply with any of the obligations imposed on it in this 
Agreement or in the Charter or By-laws and that in the event of any such failure, 
the aggrieved party will be irreparably damaged and will not have an adequate 
remedy at law. Any such aggrieved party shall, therefore, be entitled to injunc­
tive relief, including specific performance, to enforce such obligations, and if any 
action should be brought in equity to enforce any of the provision of this 
Agreement, none of the parties hereto shall raise the defense that there is an ade­
quate remedy at law.
7.5 Notices.
All notices or other communications which are required or otherwise deliv­
ered hereunder shall be deemed to be sufficient and duly given if contained in a 
written instrument (a) personally delivered or sent by facsimile transmission, 
receipt confirmed, (b) sent by nationally-recognized overnight courier guarantee­
ing next Business Day delivery, or (c) sent by first class registered or certified 
mail, postage prepaid, return receipt requested, addressed as follows:
If to the Company, to:
Company 
with copies to:
Berliner Zisser Walter & Gallegos, P.C. 
1700 Lincoln Street, Suite 4700 
Denver, Colorado 80203-4547
Facsimile: (303) 830-1705
Attn: Robert W. Walter, Esq.




or to such other address as the party to whom notice is to be given may have 
furnished to each other party in writing in accordance herewith. Any such notice or 
communication shall be deemed to have been received (i) when delivered, if person­
ally delivered or sent by receipt confirmed facsimile transmission, (ii) on the first 
Business Day after dispatch, if sent by nationally-recognized overnight courier 
guaranteeing next Business Day delivery, and (iii) on the eighth Business Day 
following the date on which the piece of mail containing such communication is 
posted, if sent by mail.
7.6 Governing Law: Consent to Jurisdiction.
All questions concerning the construction, interpretation and validity of 
this Agreement shall be governed by and construed and enforced in accordance 
with the domestic laws of the State of Delaware, United States, without giving 
effect to any choice or conflict of law provision or rule (whether in the State of 
Delaware or any other jurisdiction) that would cause the application of the laws 
of any jurisdiction other than the State of Delaware. In furtherance of the fore­
going, the internal law of the State of Delaware will control the interpretation 
and construction of this Agreement, even if under such jurisdiction’s choice of 
law or conflict of law analysis, the substantive law of some other jurisdiction 
would ordinarily apply.
7.7 Conflicting Agreements.
No Stockholder shall enter into any stockholder agreements or arrangements 
of any kind with any Person with respect to any Securities on terms inconsistent 
with the provisions of this Agreement (whether or not such agreements or 
arrangements are with other Stockholders or with Persons that are not parties to
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this Agreement), including agreements or arrangements with respect to the 
Holdings or disposition of Securities of the Company in a manner which is incon­
sistent with this Agreement.
7.8 Mutual Waiver of Jury Trial.
DISPUTES ARISING IN CONNECTION WITH COMPLEX FINAN­
CIAL TRANSACTIONS ARE MOST QUICKLY AND ECONOMICALLY 
RESOLVED BY AN EXPERIENCED AND EXPERT PERSON AND THE 
PARTIES WISH APPLICABLE LAWS TO APPLY (RATHER THAN ARBI­
TRATION RULES), THE PARTIES DESIRE THAT THEIR DISPUTES BE 
RESOLVED BY A JUDGE APPLYING APPLICABLE LAWS. THEREFORE, 
TO ACHIEVE THE BEST COMBINATION OF THE BENEFITS OF THE 
JUDICIAL SYSTEM AND OF ARBITRATION, THE PARTIES HERETO 
WAIVE ALL RIGHT TO TRIAL BY JURY IN ANY ACTION, SUIT OR 
PROCEEDING BROUGHT TO ENFORCE OR DEFEND ANY RIGHTS OR 
REMEDIES UNDER THIS AGREEMENT OR ANY DOCUMENTS 
RELATED HERETO.
7.9 Counterparts: Validity.
This Agreement may be executed in counterparts and telecopied signatures 
are effective. The failure of any Stockholder to execute this Agreement does not 
make it invalid as against any other Stockholder.
7.10 Consent of Spouses.
If requested by the Company, each Stockholder who is an individual shall 
cause his or her spouse, as applicable to execute and deliver a separate consent 
and agreement in a form reasonably acceptable to the Company (a “Spousal 
Consent”). The signature of a spouse on a Spousal Consent shall not be construed 
as making such spouse a stockholder of the Company or a party to this 
Agreement, except as may otherwise be set forth in such consent. Each 
Stockholder who is an individual will certify his or her marital status to the 
Company at the Company’s request. The Company will request Spousal 
Consents as contemplated by this Section 7.10 whenever such action may be 
advantageous in enforcing (or assuring the enforceability of in the future) the 
terms of this Agreement.
7.11 Rules of Construction.
The use in this Agreement of the term “including” means “including, with­
out limitation.” The words “herein,” “hereof,” “hereunder” and other words of 
similar import refer to this Agreement as a whole, including the schedules and 
exhibits, as the same may from time to time be amended, modified, supple­
mented or restated, and not to any particular section, subsection, paragraph, 
subparagraph or clause contained in this Agreement. All references to sections, 
schedules and exhibits mean the sections of this Agreement and the schedules 
and exhibits attached to this Agreement, except where otherwise stated. The 
title of and the section and paragraph headings in this Agreement are for con­
venience of reference only and shall not govern or affect the interpretation of any 
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of the terms or provisions of this Agreement. The use herein of the masculine, 
feminine or neuter forms shall also denote the other forms, as in each case the 
context may require. Where specific language is used to clarify by example a 
general statement in any context contained herein, such specific language shall 
not be deemed to modify, limit or restrict in any manner the construction of the 
general statement to which it relates. The language used in this Agreement has 
been chosen by the parties to express their mutual intent, and no rule of con­
struction shall be applied against any party.
IN WITNESS WHEREOF, the undersigned have duly executed this 









* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
THIS REGISTRATION RIGHTS AGREEMENT (this “Agreement”) is dated 
effective as of_________ , 2002 (the “Effective Date”) by and among (i) the purchasers
of certain preferred stock listed on the signature pages hereto and each other Person 
(defined below) who becomes a party to this Agreement simultaneously with becom­
ing a party pursuant to and in accordance with the terms and conditions set forth 
in that certain Purchase Agreement (defined below) on, or before, July 31, 2003 
(each a “Holder” and, collectively the “Holders”), and (ii) Company (the “Company”).
RECITALS
The Holders are parties to a Securities Purchase Agreement dated for refer­
ence purposes as of even date herewith by and between the Company and the 
Holders (the “Purchase Agreement”) pursuant to which the Company is obligated 
to enter into this Agreement. All capitalized terms not defined herein shall have 
the meaning established in the Purchase Agreement.
AGREEMENT
NOW, THEREFORE, in consideration of the mutual agreements, 
covenants, representations and warranties contained in this Agreement, the par­
ties hereto hereby agree as follows:
1. Definitions.
1.1 “Commission” means the Securities and Exchange Commission 
or any other Federal agency at the time administering the Securities Act.
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1.2 “Common Stock” means any common stock issued or issuable 
upon conversion of the Series A Convertible Preferred Stock.
1.3 “Exchange Act” means the Securities Exchange Act of 1934, 
as amended, or any similar Federal statute and the rules and regulations of the 
Commission thereunder all as the same shall be in effect at the time.
1.4 “Person” means any individual, corporation, trust, partner­
ship, association, or other entity.
1.5 “Registrable Shares” means the Common Stock.
1.6 “Registration Statement” means the registration statements 
filed with the Commission as contemplated by Section 2, including (in each case) 
any prospectus, amendments and supplements to such Registration statement or 
Prospectus, including pre- and post-effective amendments, all exhibits thereto, and 
all material incorporated by reference in such registration statement or statements.
1.7 “Securities Act” means the Securities Act of 1933, as amend­
ed, or any similar Federal statute and the rules and regulations of the 
Commission thereunder, all as the same shall be in effect at the time.
1.8 “Untrue Statement” shall include any untrue statement or 
alleged untrue statement in the Registration Statement, or any omission or 
alleged omission to state in the Registration Statement a material fact required to 
be stated therein or necessary to make the statements therein, in light of the cir­
cumstances under which they were made, not misleading.
2. Registration Procedures and Expenses. The duties and obligations of 
the Company outlined in this Section 2 shall come into effect only upon the 
Company closing an initial public offering of its securities and becoming a publicly 
traded company (the “IPO Closing”). Upon the IPO Closing, the Company is obli­
gated to do the following:
(a) Demand Rights.
(i) Upon receipt of a request by holders of a least 20 per­
cent of the Common Stock, no earlier than six months after the IPO Closing of the 
Company and no later than five years after the IPO Closing, that the Company 
file a registration statement covering a number of Common Stock shares with 
expected gross proceeds of $15 million or greater;
(ii) within 60 days following receipt of the request, prepare 
and file with the Commission a Registration Statement on Form S-l or Form SB- 
2 in order to register with the Commission under the Securities Act a sale by the 
Holders in accordance with the method or methods of distribution thereof as rea­
sonably specified by the Holders on a delayed or continuous basis pursuant to 
Rule 415 under the Securities Act all of the Registrable Shares (notwithstanding 
anything to the contrary expressed or implied herein, if a registration statement 
on Form S-3, or any substitute form, becomes available for registration of the 
Registrable Shares, the Company may instead prepare and file with the 
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Commission a registration statement on Form S-3 at any time in order to register 
the Registrable Shares under the Securities Act and such registration statement 
will be a “Registration Statement” for the purposes of this Agreement); and
(iii) except that the Company is not obligated to effect more 
than two registrations under this section, unless the registrations are made on 
Form S-3 in which case the provisions of Section 2(b) shall apply;
(b) within 60 days of receipt of a request by holders of Common 
Stock, file up to three Registration Statements on Form S-3 provided the antici­
pated aggregate offering price in each registration on Form S-3 will exceed 
$1,000,000 and subject to certain delay and holdback provisions;
(c) effect registration of Common Stock upon exercise of “piggy­
back” registration rights by holders of the Common Stock;
(d) use its best efforts, subject to receipt of necessary information 
from the Holders, to cause such Registration Statement to become effective no later 
than 120 days following receipt of the request;
(e) promptly notify each Holder, at any time when a prospec­
tus relating to such Registration Statement is required to be delivered under 
the Securities Act, of the happening of any event as a result of which the 
prospectus included in or relating to such Registration Statement contains an 
Untrue Statement;
(f) promptly prepare and file with the Commission, and deliver 
to each Holder, such amendments and supplements to such Registration 
Statement and the prospectus used in connection therewith as may be necessary 
to keep such Registration Statement effective and to comply with the provisions 
of the Securities Act with respect to the sale or other disposition of all Registrable 
Shares until termination of such obligation as provided in Section 2.5 below;
(g) furnish to each Purchaser such number of copies of prospec­
tuses, including preliminary prospectuses, in conformity with the requirements of 
the Securities Act, in order to facilitate the public sale or other disposition of all 
or any of the Registrable Shares by the Holders;
(h) file such documents as may be required of the Company for 
normal securities law clearance for the resale of the Registrable Shares in any 
state reasonably requested by the Holders; provided, however, that the Company 
shall not be required in connection with Paragraph (f) to (i) qualify as a foreign 
corporation to do business under the laws of any jurisdiction in which it shall not 
then be qualified or execute a general consent to service of process in any juris­
diction, or (ii) undertake any filing obligations in those states where the Company 
does not meet such filing requirements;
(i) use its best efforts to cause all Registrable Shares to be 
listed on each securities exchange, quotation system or over-the-counter market 
on which equity securities by the Company are then listed or traded;
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(j) bear all expenses in connection with this Agreement, includ­
ing, without limitation, all registration and filing fees (including all expenses inci­
dent to filing with the NASD), printing expenses, fees and disbursements of coun­
sel for Company, expenses of any special audits incident to or required by any 
such Registration and expenses of complying with the securities or blue sky laws 
of any jurisdiction, other than (i) fees and expenses, if any, of counsel or other 
advisors to the Holders, and (ii) brokers commissions, discounts or fees and trans­
fer taxes; and
(k) take all reasonable actions required to prevent the entry of 
any stop order issued or threatened by the Commission or any state regulatory 
authority with respect to any Registration Statement covering Registrable 
Shares, and take all reasonable actions to remove it if entered.
2.1 Indemnification.
(a) The Company agrees to indemnify and hold harmless each 
Holder, such Holder’s directors, officers, partners, agents, each underwriter of 
Registered Shares, and each Person who controls any of the foregoing (within the 
meaning of Section 15 of the Securities Act) (each an “Indemnified Party”) from 
and against any losses, claims, damages or liabilities to which such Indemnified 
Party may become subject (under the Securities Act or otherwise) insofar as such 
losses, claims, damages or liabilities (or actions or proceedings in respect thereof) 
arise out of, or are based upon, any Untrue Statement in the Registration 
Statement, or arise out of any failure by the Company to fulfill any undertaking 
included in the Registration Statement or arise under the Securities Act or any 
other statute or at common law and the Company will reimburse such 
Indemnified Party for any reasonable legal or other expenses reasonably incurred 
in investigating, defending or preparing to defend any such action, proceeding or 
claim; provided, however, that the Company shall not be liable in any such case to 
the extent that such loss, claim, damage or liability arises out or, or is based upon, 
an Untrue Statement made in such Registration Statement in reliance upon and 
in conformity with written information furnished to the Company by or on behalf 
of such Indemnified Party specifically for use in preparation of the Registration 
Statement or the failure of such Holder to comply with the covenants and agree­
ments contained in Section 2.3 hereof respecting the sale of the Registrable Shares 
or any Untrue Statement in any prospectus that is corrected in any subsequent 
prospectus that was delivered to the Holder prior to the pertinent sale or sales by 
the Holder.
(b) Each Holder, severally and jointly, agrees to indemnify and 
hold harmless the Company (and each Person, if any, who controls the Company 
within the meaning of Section 15 of the Securities Act, each officer of the Company 
who signs the Registration Statement and each director of the Company) from and 
against any losses, claims, damages or liabilities to which the Company (or any 
such officer, directors or controlling person) may become subject (under the 
Securities Act or otherwise), insofar as such losses, claims, damages or liabilities 
(or actions or proceedings in respect thereof) arise out or, or are based upon, any 
failure to comply with the covenants and agreements contained in Section 2.3 
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hereof respecting sale of the Registrable Shares, or any Untrue Statement con­
tained in the Registration Statement and such Holder will reimburse the 
Company (or such officer, director or controlling person), as the case may be, for 
any legal or other expense reasonably incurred in investigating, defending or 
preparing to defend any such action, proceeding or claim; provided that in no 
event shall any indemnity by a Holder under this Section 2.2 exceed the net pro­
ceeds received by such Holder from the sale of the Registrable Shares covered by 
such Registration Statement.
(c) Promptly after receipt by any indemnified person of a 
notice of a claim or the beginning of any action in respect of which indemnity 
is to be sought against an indemnifying person pursuant to this Section 2.1, 
such indemnified person shall notify the indemnifying person in writing of 
such claim or of the commencement of such action, and, subject to the provi­
sions hereinafter stated, in case any such action shall be brought against an 
indemnified person and such indemnifying person shall have been notified 
thereof, such indemnifying person shall be entitled to participate therein, and, 
to the extent it shall wish, to assume the defense thereof, with counsel reason­
ably satisfactory to such indemnified person. After notice from the indemnify­
ing person to such indemnified person of its election to assume the defense 
thereof, such indemnifying person shall not be liable to such indemnified per­
son for any legal expenses subsequently incurred by such indemnified person 
in connection with the defense thereof; provided, however, that if there exists 
or shall exist a conflict of interest that would make it inappropriate, in the 
opinion of counsel to the indemnified person, for the same counsel to represent 
both the indemnified person and such indemnifying person or any affiliate or 
associate thereof, the indemnified person shall be entitled to retain its own 
counsel at the expense of such indemnifying person; provided, however, that no 
indemnifying person shall be responsible for the fees and expenses of more 
than one separate counsel for all indemnified parties. No indemnifying party 
in the defense of any such claim or litigation shall, except with the consent of 
each indemnified party, consent to entry of any judgment or enter into any 
settlement that does not include as an unconditional term thereof the giving 
by the claimant or plaintiff to such indemnified party of a release from all liabil­
ity in respect of such claim or litigation without the prior written consent of the 
indemnifying party.
(d) If the indemnification provided for in this Section 2.1 is held 
by a court of competent jurisdiction to be unavailable to an indemnified party 
with respect to any loss, liability, claim, damage or expense referred to therein, 
then the indemnifying party, in lieu of indemnifying such indemnified party 
hereunder, shall contribute to the amount paid or payable by such indemnified 
party as a result of such loss, liability, claim, damage or expense in such propor­
tion as is appropriate to reflect the relative fault of the indemnifying party on the 
one hand and of the indemnified party on the other in connection with the state­
ments or omission that resulted in such loss, liability, claim, damage or expense 
as well as any other relevant equitable considerations. The relative fault of the 
indemnifying party and of the indemnified party shall be determined by reference 
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to, among other things, whether the Untrue Statement or alleged Untrue 
Statement of material fact or the omission to state a material fact relates to infor­
mation supplied by the indemnifying party or by the indemnified party and the 
parties’ relative intent, knowledge, access to information, and opportunity to cor­
rect or prevent such statement or omission. No Person guilty of fraudulent mis­
representation (within the meaning of Section 11(f) of the Securities Act) shall 
be entitled to contribution from any Person who was not guilty of such fraudu­
lent misrepresentation. Notwithstanding anything to the contrary contained 
herein, any contribution by a Holder hereunder shall not exceed the net proceeds 
received by such Holder from the sale of the Registrable Shares covered by the 
Registration Statement.
2.2 Penalty Payment.
(a) In the event that the Registration Statement required to be 
filed pursuant to Section 2 relating to Registrable Shares shall not be declared 
effective by the Commission within one hundred twenty (120) days from receipt of 
a request by a Holder to register the shares (the “Final Registration Date”), the 
Company shall pay each Holder, in cash, one percent (1%) of such Holder’s 
Purchase Price (prorated for partial periods) with such payment made pursuant to 
this Section 2.2 (referred to as a “Penalty Payment”), within ten (10) days of the 
end of each thirty (30) day period following the Final Registration Date, for each 
such thirty (30) day period, until the earlier to occur of (i) the effectiveness of the 
Registration Statement covering the Registrable Shares, or (ii) until each such Holder 
is permitted to publicly sell all of the shares of Common Stock owned by such Holder 
during any 3 month period pursuant to Rule 144. For example, if the Registration 
Statement becomes effective on the 135th day following the receipt of a request by a 
Holder to register the shares, the Penalty Payment shall equal 1/2% of such Holder’s 
Purchase Price.
(b) The remedies provided for in this Section 2.2 shall be in addi­
tion to any other remedies available to the Holders under this Agreement, at law 
or in equity.
2.3 Transfer of Shares After Registration: Notice. The Holder hereby 
covenants with the Company not to make any sale of the Registrable Shares after 
registration without effectively causing the prospectus delivery requirement 
under the Securities Act to be satisfied. The Holder acknowledges that there may 
be times when the Company must suspend the use of the prospectus forming a 
part of the Registration Statement until such time as an amendment to the 
Registration Statement has been filed by the Company and declared effective by 
the Commission, or until such time as the Company has filed an appropriate 
report with the Commission pursuant to the Exchange Act. The Holder hereby 
covenants that it will not sell any Registrable Shares pursuant to said prospectus 
during the period commencing at the time at which the Company gives the Holder 
notice of the suspension of the use of said prospectus and ending at the time the 
Company gives the Holder notice that the Holder may thereafter effect sales pur­
suant to said prospectus; provided, however, that no such postponement shall be 
permitted for more than 90 days during any 12 month period. The foregoing pro­
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visions of this Section 2.3 shall in no manner diminish or otherwise impair the 
Company’s obligations under Section 2.
2.4 Reporting Requirements.
(a) At such time as the Company shall have had its IPO Closing, 
the Company agrees to use its best efforts to:
(i) make and keep public information available, as those 
terms are understood and defined in Rule 144 under the Securities Act;
(ii) file with the Commission in a timely manner all 
reports and other documents required of the Company under the Securities Act 
and the Exchange Act; and
(iii) so long as any of the Holders own Registrable Shares, 
to furnish to the Holders forthwith upon request (1) a written statement by the 
Company as to whether it complies with the reporting requirements of said Rule 
144, the Securities Act and the Exchange Act, or whether it qualified as a regis­
trant whose securities may be resold pursuant to Commission Form S-3, (2) a copy 
of the most recent annual or quarterly report of the Company and such other 
reports and documents so filed by the Company, and (3) such other information as 
may be reasonably requested in availing the Holders of any rule or regulation of 
the Commission that would permit the selling of the Registrable Shares without 
registration.
2.5 Termination of Obligations. The obligations of the Company pur­
suant to Sections 2 through 2.4 hereof shall cease and terminate upon the earlier 
to occur of (i) such time as all of the Registrable Shares have been resold, or (ii) 
such time as all of the Registrable Shares may be sold during any 3 month period 
pursuant to Rule 144, including Rule 144(k), or (iii) upon the second anniversary 
date of the date of effectiveness of the Registration Statement.
2.6 Transferability of Registration Rights. The Registration rights set 
forth in this Section 2 are transferable provided the Company is given notice by 
the transferor and the transferee agrees to be bound by the Purchase Agreement 
and any ancillary documents. The Registration Rights shall not be transferred to 
a competitor and shall not violate the Securities Act.
3. Miscellaneous.
(a) Consent to Amendments. Except as otherwise expressly pro­
vided herein, the provisions of this Agreement may be amended and/or the provi­
sions hereof waived, only with the written consent of the Company and of Holders 
holding fifty percent (50%) or more of the Registrable Shares at the time held by 
all Holders. Notwithstanding the foregoing, no amendment or waiver may affect 
any Holder in any manner differently from any other Holder without the written 
consent of such first mentioned Holder. No course of dealing between the 
Company and any Holder or any delay in exercising any rights hereunder or 
under the Company’s Certificate of Incorporation will operate as a waiver of any 
rights of any such Holder.
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(b) Successors and Assigns. All covenants and agreements con­
tained in this Agreement by or on behalf of any of the parties hereto shall bind 
and inure to the benefit of the respective successors and assigns of the parties 
hereto whether so expressed or not.
(c) Severability. Each provision of this Agreement shall be inter­
preted in such manner as to be effective and valid under applicable law, but if any 
provision of this Agreement is held to be prohibited by or invalid under applicable 
law, such provision shall be ineffective only to the extent of such prohibition or 
invalidity, without invalidating the remainder of this Agreement.
(d) Counterparts. This Agreement may be executed in two or 
more counterparts, any one of which need not contain the signatures of more than 
one party, but all such counterparts when taken together shall constitute one and 
the same Agreement.
(e) Descriptive Headings. The descriptive headings of this 
Agreement are inserted for convenience only and do not constitute a part of this 
Agreement.
(f) Notices. All notices, demands, consents or other communica­
tions required or permitted hereunder shall be in writing and shall be deemed to 
have been given (i) when personally delivered, (ii) three (3) business days follow­
ing mailing thereof, if sent by first class certified mail, return receipt requested, 
or (iii) the next business day following transmission or mailing, if sent by fac­
simile (receipt confirmed and followed up by one of the other delivery methods dis­
cussed herein as well), Express Mail, Federal Express or similar service, 
addressed as follows:
If to the Company:





With a copy to: Berliner Zisser Walter & Gallegos, P.C. 
1700 Lincoln Street, Suite 4700 
Denver, Colorado 80203-4547
Attn: Robert W. Walter, Esq.
Fax No.: (303) 830-1705
Any party may change its address for purposes hereof by notice given in accor­
dance with this Section 3(f) to each of the other parties hereto.
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(g) Governing Law. The validity, meaning and effect of this
Agreement, and all amendments and supplements hereto and all waivers and con­
sents hereunder, shall be determined in accordance with the laws of Delaware, 
applicable to the contracts made and to be performed entirely within the State of 
Delaware. Each of the parties hereby submits to personal jurisdiction in the 
County of________ , State of Delaware solely for purposes of this Agreement and
waives any objection as to venue in the County of___________ , State of Delaware.
(h) Litigation Costs. Subject to Section 2.1, if any legal action or 
any arbitration or other proceeding is brought for the enforcement of this 
Agreement, or because of a dispute, breach, default, or misrepresentation in con­
nection with any of the provisions of this Agreement, the successful or prevail­
ing party or parties shall be entitled to recover reasonable attorneys’ fees and 
other costs incurred in that action or proceeding, in addition to any other relief 
to which it or they may be entitled, if and only to the extent that the applicable 
arbitrator or court shall so direct and such direction is final and not subject to 
appeal or review.
(i) Specific Performance. Each party’s obligation under this 
Agreement is unique. If any party should default in its obligations under this 
Agreement, the parties each acknowledge that it would be extremely impracticable 
to measure the resulting damages; accordingly, each non-defaulting party, in 
addition to any other available rights or remedies, may sue in equity for specific 
performance, and the parties each expressly waive the defense that a remedy in 
damages will be adequate.
(j) Integration. This instrument constitutes the entire agreement of 
the parties hereto respecting the registration of the Registrable Shares by the Holders 
and correctly sets forth the rights, duties and obligations of each party hereto to the 
others in relation thereto as of its date. Any prior agreements, promises, negotia­
tions or representations concerning its subject matter which are not expressly set 
forth in this Agreement are merged into this Agreement.
(k) No Inconsistent Agreements: Agreement to Amend. The 
Company will not hereafter enter into any agreement with respect to its secu­
rities that is inconsistent with or violates the rights granted to the holders of 
Registrable Shares in this Agreement. Notwithstanding the foregoing, in the 
event that the Company enters into an agreement under which it issues Series 
A Convertible Preferred Stock (the “Preferred Stock”) for a purchase price of a 
minimum of $8 million, to the extent (if at all) the registration rights extend­
ed to the purchasers of the Preferred Stock are inconsistent with the terms of 
this Agreement, the Company and the Holders agree to execute any and all 
further instruments or documents, specifically including, but not limited to, 
executing an amendment to this Agreement, which shall conform the terms 
hereof to the terms of any registration rights granted to the purchasers of the 
Preferred Stock. This covenant and agreement shall survive the execution and 
delivery hereof.
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IN WITNESS WHEREOF, the parties hereto have executed this Agreement as of 











* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
This SUBORDINATED LOAN AGREEMENT, dated as of September____ ,
2002, is between _____________ , a ___________ corporation (the “Borrower”) and
__________ (“Lender”) (all other capitalized terms used herein are defined in 
Section 1.1 below).
RECITALS:
A. Borrower desires to borrow up to a maximum of $25,000,000 in prin­
cipal from Lender for the purpose of funding additional working capital require­
ments; and
B. Lender has agreed to make the Loan upon the terms and subject to 
the conditions set forth herein.
NOW, THEREFORE, it is agreed as follows:
ARTICLE I
DEFINITIONS AND DETERMINATIONS
1.1 Definitions. As used in this Loan Agreement, unless otherwise 
expressly indicated herein, the following terms shall have the following meanings 
(such meanings to be applicable equally to both the singular and plural forms of 
the terms defined):
BORROWER: has the meaning assigned to that term in the Preamble to this 
Loan Agreement;
Accountants: Arthur Andersen, L.L.P. or any other independent certified pub­
lic accounting firm selected by Borrower and reasonably satisfactory to Lender;
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Accounting Changes: has the meaning set forth in Section 1.3 of this Loan 
Agreement;
Acquisition: the purchase of in excess of 50% of the capital stock of any 
Person by any other Person, whether by transfer of outstanding shares or through 
a new issuance, or through a tender or exchange offer, merger or other business 
combination, and the sale or disposition of assets (including by way of merger) 
constituting in excess of 25% of the Consolidated Assets of such Person as of the 
date of such sale or disposition;
ADA: the Americans with Disabilities Act of 1990, as amended, any succes­
sor statute thereto, and the rules and regulations issued thereunder, as in effect 
from time to time;
Advance: a disbursement of the proceeds of the Loan;
Affiliate: with respect to Borrower (or any other specified Person), any other 
Person directly or indirectly controlling, controlled by or under direct or indirect 
common control with Borrower (or such specified Person) and shall include (a) any 
officer or director or of Borrower (or such specified Person), (b) any Person of 
which Borrower (or such specified Person) or any Affiliate (as defined in clause 
(a) above) of Borrower (or such specified Person) shall, directly or indirectly, 
beneficially own either (i) at least 10% of the outstanding equity securities having 
the general power to vote, or (ii) at least 10% of the interests, or (c) any Person 
directly or indirectly controlling Borrower (or such specified Person) through a 
management agreement, voting Agreement or other contract;
Agent: Lender in its capacity as agent for the Lenders hereunder, as well as 
its successors and assigns in such capacity pursuant to Section 10 of this Loan 
Agreement;
Assignee: has the meaning set forth in Section 9.12.1 of this Loan Agreement;
Assignment and Acceptance: has the meaning set forth in Section 9.12.1 of 
this Loan Agreement;
Bank:________________ , a national banking association;
Bank Loan Agreement: the loan agreement dated as of___________by and
between__________and Bank, as the same may be amended, restated, supple­
mented or otherwise modified from time to time;
Bank Loan Documents: has the meaning given to the term in the Bank Loan 
Agreement;
Bankruptcy Code: the United States Bankruptcy Code and any successor 
statute thereto, and the rules and regulations issued thereunder, as in effect from 
time to time;
Benchmark: has the meaning set forth in Section 5.10 of this Loan Agreement;
Borrower:_____________ ;
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Borrower’s Business: _______________________________________________________ ;
Borrower’s Obligations: any and all Indebtedness due or to become due, now 
existing or hereafter arising, under this Loan Agreement and the Note from 
Borrower to Lender;
Business Day: any day other than a Saturday, Sunday or other day on which 
banks in New York, New York are required to close;
Business Insurance: such property, casualty, business interruption and other 
insurance, other than Key Man Life Insurance, as is required pursuant to the 
terms of the Senior Indebtedness Due Bank;
Capital Stock: collectively, all of the issued and outstanding capital stock, 
warrants, options and other equity interests of the Obligors;
Capitalized Lease: any lease of Property, the obligations for the rental of 
which are required to be classified and accounted for as a capital lease on the bal­
ance sheet in accordance with GAAP;
Capitalized Lease Obligations: the amount of the liability reflecting the 
aggregate discounted amount of future payments under all Capital Leases calcu­
lated in accordance with GAAP, including Statement Nos. 13 and 98 of the 
Financial Accounting Standards Board;
Change in Control: means the occurrence of (i) the acquisition (whether 
publicly or otherwise) of Common Stock of Borrower, or beneficial ownership 
thereof, by any Person, acting alone or as part of a “group” (as such term is used 
in Section 13(d)(3) of the Securities Exchange Act of 1934) exceeding 33.3% of 
the outstanding Common Stock, with a stated intention to acquire or affect con­
trol of Borrower or influence the management, Board of Directors or policies of 
Borrower, (ii) the sale on or before the fourth anniversary of this Loan 
Agreement by the Management Team of in excess of 25% of the number of shares 
of Common Stock collectively owned by such persons at the date of this Loan 
Agreement, or (iii) the sale, on or before repayment in full of the Borrower’s 
Obligations to Lender, by the Management Team of in excess of 45% of the num­
ber of shares of Common Stock collectively owned by such persons at the date of 
this Loan Agreement;
Chief Financial Officer: the chief financial officer of Borrower, who is a duly 
elected officer of Borrower;
Closing and Closing Date: mean the date on which the Advance is made pur­
suant to Section 2.1 of this Loan Agreement, or September____ , 2002;
Code: the Internal Revenue Code of 1986, as amended, and any successor 
statute thereto, and the rules and regulations issued thereunder, as in effect from 
time to time;
Common Stock: the class of voting shares of common stock of Borrower which 
shares at the date hereof are publicly traded on The Nasdaq National Market®;
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Commitment: with respect to any Lender, such Lender’s obligations to 
extend all or a portion of the Advance. The original Commitments are set forth in 
the Register and the subsequent Commitments will be recorded from time to time 
in the Register;
Company: has the meaning assigned to that term in the preamble to this 
Loan Agreement;
Competitive Business: means any business that competes with the Borrower 
or any of the Obligors in the business of providing_______ services, including but
not limited to, sale and exchange of____________________________ ; the operation of
___________________ . In the event the Borrower acquires any other entity conduct­
ing business within the_________ services industry not otherwise specified above,
any additional operations, products or services provided by such acquired entity 
shall thereafter be included within the definition of a Competitive Business; pro­
vided, however, that if any Assignee or Lender acquires or owns an interest in an 
entity which only becomes a Competitive Business as a result of an acquisition of 
an entity by Borrower after the date of this Loan Agreement, the Assignee or 
Lender shall not be required to dispose of such ownership interest unless such 
Competitive Business competes with the business of the Borrower or any of the 
Obligors as of the date hereof;
Confidential Information: all information or material disclosed or provided 
by the Borrower to Lender, either orally or in writing, or obtained by Lender from 
a third party or any other source, concerning any aspect of the business or affairs 
of the Borrower or its “affiliates” (as such term is defined in Rule 12b-2 under the 
Securities Exchange Act of 1934), including without limitation, any information or 
material pertaining to products, formulae, specifications, designs, processes, 
plans, policies, procedures, employees, work conditions, legal and regulatory 
affairs, assets, inventory, discoveries, trademarks, patents, manufacturing, pack­
aging, distribution, sales, marketing, expenses, financial statements and data, 
customer and supplier lists, raw materials, costs of goods and relationships with 
third parties. Confidential Information also includes any notes, analyses, compi­
lations, studies or other material or documents prepared by Lender which contain, 
reflect or are based, in whole or in part, on the Confidential Information. 
Notwithstanding the foregoing, Confidential Information shall not include infor­
mation or material that (i) is publicly available or becomes publicly available 
through no action or fault of Lender, (ii) was already in Lender’s possession or 
known to Lender prior to being disclosed or provided to Lender by or on behalf of 
the Borrower, provided, that, the source of such information or material was not 
bound by a contractual, legal or fiduciary obligation of confidentiality, known to 
Lender, to the Borrower or any other party with respect thereto, or (iii) was or is 
obtained by Lender from a third party, provided, that, such third party was not 
bound by a contractual, legal or fiduciary obligation of confidentiality to the 
Borrower or any other party with respect to such information or material that is 
known to Lender;
Consolidated and Consolidating: when used with reference to any term, 
mean that term as applied to the accounts of Borrower (or other such Person) and 
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all of its Subsidiaries (or other specified group of Persons), or such of its 
Subsidiaries as may be specified, consolidated (or combined) or consolidating (or 
combining), as the case may be, in accordance with GAAP and with appropriate 
deductions for minority interests in Subsidiaries;
Consolidated Amortization Expense: for any Person means, for any period, 
the consolidated amortization expense of such Person for such period (including 
amortization of any step-up in value of inventory or other assets as may be 
required by purchase accounting) , determined on a consolidated basis for such 
Person and its Subsidiaries in conformity with GAAP;
Consolidated Assets: at any date, all amounts carried as assets on the bal­
ance sheet of Borrower and its Subsidiaries determined in accordance with GAAP 
on a Consolidated basis;
Consolidated Capital Expenditures: for any Person means, for any period, 
the aggregate expenditures during that period for any fixed assets or improve­
ments, or for replacements; substitutions or additions thereto, which have a use­
ful life of more than one year and which are or should be reflected on such 
Person’s consolidated statement of cash flows as capital expenditures of such 
Person and its consolidated Subsidiaries, determined in conformity with GAAP, 
but excluding expenditures made in connection with the replacement, substitu­
tion or restoration of assets (i) to the extent financed from insurance proceeds 
paid on account of the loss of or damage to the assets being replaced or restored,
(ii) with awards of compensation arising from the taking by eminent domain or 
condemnation of the assets being replaced, or (iii) with regard to equipment that 
is purchased simultaneously with the trade-in of existing equipment, fixed assets 
or improvements, to the extent of the credit granted by the seller of such equip­
ment for the trade-in of such equipment, fixed assets or improvements; provided 
that Consolidated Capital Expenditures shall in any event include the purchase 
price paid in connection with the acquisition of any other Person (including 
through the purchase of all of the capital stock or other ownership interest of 
such Person or through merger or consolidation) to the extent allocable to prop­
erty, plant and equipment;
Consolidated Depreciation Expense: for any Person means, for any period, 
the consolidated depreciation expense of such Person for such period, determined 
on a consolidated basis for such Person and its consolidated Subsidiaries in con­
formity with GAAP;
Consolidated EBITDA: for any Person means, without duplication, for any 
period, the sum of the amounts for such period of (i) Consolidated Net Income, (ii) 
Consolidated Tax Expense, (iii) Consolidated Interest Expense, (iv) Consolidated 
Depreciation Expense, and (v) Consolidated Amortization Expense; provided that 
the sums included in clauses (ii) through (v) shall be added back only to the extent 
deducted in calculating Consolidated Net Income;
Consolidated EBITDAC: for any Person means, for any period, Consolidated 
EBITDA minus Consolidated Capital Expenditures and actual Consolidated Tax 
Expense paid by such Person in the four most recent complete calendar quarters;
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Consolidated Interest Expense: for any Person shall mean, for any period, 
total interest expense (including that attributable to Capital Leases in accordance 
with GAAP) of such Person and its Subsidiaries on a consolidated basis net of 
interest income with respect to all outstanding Indebtedness of such Person and 
its Subsidiaries, including, without limitation, all commissions, discounts and 
other fees and charges owed with respect to letters of credit and bankers’ accept­
ance financing, but excluding, however, any amortization of deferred financing 
costs, all as determined on a consolidated basis for such Person and its consoli­
dated Subsidiaries in accordance with GAAP;
Consolidated Net Income: for any Person means, for any period, the net 
income (or loss) of such Person and its Subsidiaries on a consolidated basis for 
such period taken as a single accounting period determined on a consolidated 
basis for such Person and its consolidated Subsidiaries in conformity with GAAP; 
provided, however, that there shall be excluded (i) the income (or loss) of any other 
Person (other than consolidated Subsidiaries of such Person) in which any third 
Person (other than such Person or any of its consolidated Subsidiaries) has a joint 
interest, except to the extent of the amount of dividends or other distributions 
actually received by such Person or any of its consolidated Subsidiaries from such 
other Person during such period, (ii) the income (or loss) of any other Person 
accrued prior to the date it becomes a consolidated Subsidiary of such Person or is 
merged into or consolidated with such Person or any of its consolidated 
Subsidiaries or such other Person’s assets are acquired by such Person or any of 
its consolidated Subsidiaries, (iii) the income of any consolidated Subsidiary of 
such Person to the extent that the declaration or payment of dividends or similar 
distributions by that consolidated Subsidiary of that income is not at the time per­
mitted by operation of the terms of its charter or any agreement (other than this 
Loan Agreement), instrument, judgment, decree, order, statute, rule or govern­
mental regulation applicable to that consolidated Subsidiary, and (iv) 
Consolidated net gains and losses from asset sales with respect to such period;
Consolidated Tax Expense: for any Person means, for any period, the consol­
idated tax expense of such Person for such period, determined on a consolidated 
basis for such Person and its consolidated Subsidiaries in conformity with GAAP;
Cumulative Return: means the aggregate and cumulative rate of return to 
Lender on the amount of the Loan that shall include (i) interest actually received 
by Lender and paid at either the Interest Rate or the Default Rate, (ii) the PIK,
(iii) the Facility Fee, and (iv) the aggregate value of the Warrant, determined as 
of the date of notice provided from Lender to Borrower pursuant to Section 2.5.2 
of this Loan Agreement, which determination shall be made by multiplying (x) the 
number of Warrant Shares issuable to Lender on exercise of the Warrant, by (y) 
the amount by which the then-market price per share of Common Stock exceeds 
the exercise price of the Warrant. In calculating the Cumulative Return, the 
amounts of the foregoing subparagraphs (i) through (iv) shall be added together 
with the Principal Balance of the Loan to be repaid by Borrower, and the sum total 
of which shall be the Cumulative Return;
Debtor Party: has the meaning set forth in Section 6.2 of this Loan Agreement.
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Default: means any Event of Default and any event or condition which with 
the passage of time or giving of notice, or both, would become an Event of Default, 
including the filing against the Borrower or any other Obligor of a petition com­
mencing an involuntary case under the Bankruptcy Code;
Default Rate: a rate equal to 18% per annum;
Default Rate Period: a period of time commencing on the date that an Event 
of Default has occurred and ending on the date that such Event of Default is cured 
or waived;
Effective Date:_____________ , 2002;
Employee Benefit Plan: any employee benefit plan within the meaning of 
Section 3(3) of ERISA which (i) is maintained for employees of Borrower or any 
ERISA Affiliate, or (ii) has at any time within the preceding six years been main­
tained for the employees of Borrower or any current or former ERISA Affiliate;
Environmental Laws: any and all federal, state and local laws that relate 
to or impose liability or standards of conduct concerning public or occupation­
al health and safety or protection of the environment, as now or hereafter in 
effect and as have been or hereafter may be amended or reauthorized, includ­
ing, without limitation, the Comprehensive Environmental Response, 
Compensation and Liability Act (42 U.S.C. Section 9601 et seq.), the Hazardous 
Materials Transportation Act (42 U.S.C. Section 1802 et seq.), the Resource 
Conservation and Recovery Act (42 U.S.C. Section 6901 et seq.), the Federal 
Water Pollution Control Act (33 U.S.C. Section 1251 et seq.), the Toxic 
Substances Control Act (15 U.S.C. Section 2601 et seq.), the Clean Air Act (42 
U.S.C. Section 7901 et seq.), the National Environmental Policy Act (42 U.S.C. 
Section 4231, et seq.), the Refuse Act (33 U.S.C. Section 407, et seq.), the Safe 
Drinking Water Act (42 U.S.C. Section 300(f) et seq.), the Occupational Safety 
and Health Act (29 U.S.C. Section 651 et seq.), and all rules, regulations, codes, 
ordinances and guidance documents promulgated or published thereunder, 
and the provisions of any licenses, permits, orders and decrees issued pursuant 
to any of the foregoing;
ERISA: the Employee Retirement Income Security Act of 1974, as amended, 
any successor statute thereto, and the rules and regulations issued thereunder, as 
in effect from time to time;
ERISA Affiliate: any Person who is a member of a group which is under com­
mon control with any Borrower, who together with any Borrower is treated as a 
single employer within the meaning of Section 414(b), (c) and (m) of the Code;
Event of Default: any of the Events of Default set forth in Section 7.1 of this 
Loan Agreement;
Excess Amount: has the meaning set forth in Section 5.18 of this Loan Agreement;
Facility Fee: means two percent (2%) of the amount of the Loan;
Funding Date: the date of the disbursement of the Advance;
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GAAP: generally accepted accounting principles as in effect from time to 
time, which shall include but shall not be limited to the official interpretations 
thereof by the Financial Accounting Standards Board or any successor thereto;
Good Funds: United States Dollars available in Federal funds to Lender at or 
before 2:00 p.m., New York time, on a Business Day;
Governmental Body: any foreign, federal, state, municipal or other govern­
ment or any department, commission, board, bureau, agency, public authority or 
instrumentality thereof or any court or arbitrator;
Guarantee: with respect to Obligors (or other specified Person):
(a) any guarantee by Obligors (or such specified Person) of the pay­
ment or performance of, or any contingent obligation by Obligors (or such specified 
Person), in respect of any Indebtedness or other obligation of any primary obligor;
(b) any other arrangement whereby credit is extended to a pri­
mary obligor on the basis of any promise or undertaking of Obligors (or such speci­
fied Person), including any binding “comfort letter” or “keep well arrangement” 
written by Obligors (or such specified Person), to a creditor or prospective creditor 
of such primary obligor, to (i) pay the Indebtedness of such primary obligor, (ii) pur­
chase an obligation owned by such primary obligor, (iii) pay for the purchase or 
lease of assets or services regardless of the actual delivery thereof, or (iv) maintain 
the capital, working capital, solvency or general financial condition of such primary 
obligor;
(c) any liability of Obligors (or such specified Person), as a gen­
eral partner of a partnership in respect of Indebtedness or other obligations of 
such partnership;
(d) any liability of Obligors (or such specified Person) as a joint 
venturer of a joint venture in respect of Indebtedness or other obligations of such 
joint venture;
(e) any liability of Obligors (or such specified Person) with 
respect to the tax liability of others as a member of a group (other than a group 
consisting solely of Borrower and its Subsidiaries) that is consolidated for tax pur­
poses; and
(f) reimbursement obligations, whether contingent or matured, 
of Obligors (or such specified Person) with respect to letters of credit, bankers 
acceptances, surety bonds, other financial guarantees and interest rate protec­
tion agreements, in each case whether or not any of the foregoing are reflected on 
the balance sheet of Obligors (or such specified Person) or in a footnote thereto; 
provided, however, that the term “Guarantee” shall not include endorsements for 
collection or deposit in the ordinary course of business. The amount of any 
Guarantee and the amount of Indebtedness resulting from such Guarantee shall 
be the maximum amount that the guarantor may become obligated to pay in 
respect of the obligations (whether or not such obligations are outstanding at the 
time of computation);
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Hazardous Materials: any hazardous, toxic, dangerous or other waste, sub­
stance or material defined as such in, regulated by or for purposes of any 
Environmental Law;
Holders: when used with respect to Senior Debt, means Bank and all succes­
sors, assigns and participants having an interest in the Senior Debt at the date 
hereof or hereafter or as otherwise memorialized in the Bank Loan Agreement; 
when used with respect to Borrower’s Obligations to Lender, means the Lenders, 
their successors and assigns, including Assignees;
Incipient Default: any event or condition which, with the giving of notice or 
the lapse of time, or both, would become an Event of Default;
Indebtedness: all liabilities, obligations and reserves, contingent or other­
wise, which, in accordance with GAAP, would be reflected as a liability on a 
balance sheet or would be required to be disclosed in a financial statement, 
including, without duplication: (i) Indebtedness for Borrowed Money, (ii) obli­
gations secured by any Lien upon Property, (iii) guaranties, letters of credit 
and other contingent obligations, and (iv) liabilities in respect of unfunded 
vested benefits under any Pension Plan or in respect of withdrawal liabilities 
incurred under ERISA by Borrower or any ERISA Affiliate to any 
Multiemployer Plan;
Indebtedness for Borrowed Money: without duplication, all Indebtedness (i) 
in respect of money borrowed, (ii) evidenced by a note, debenture or other like 
written obligation to pay money (including, without limitation, all of Borrowers’ 
Obligations and Permitted Senior Indebtedness), (iii) in respect of rent or hire of 
Property under Capitalized Leases or for the deferred purchase price of Property,
(iv) in respect of obligations under conditional sales or other title retention agree­
ments, and (v) all guaranties of any or all of the foregoing;
Interest Rate: the rate of thirteen and one-quarter percent (13.25%) per 
annum, simple interest;
Key Man Life Insurance: the life insurance on the lives of___________and
__________required pursuant to Subsection 4.11.1;
Leases: the leases of real property described in Exhibit 3.4.2;
Leasehold Property: any real estate which is the subject of a Lease under 
which any Obligor is the lessee;
Lender: Investor;
Lenders: each of the Persons listed as lenders on the signature page hereto, 
including___________in its capacity as a lender and such other Persons who may
from time to time own a Percentage Interest in the Borrower’s Obligations under 
this Loan Agreement;
Lien: any mortgage, pledge, assignment, lien, charge, encumbrance or secu­
rity interest of any kind, or the interest of a vendor or lessor under any conditional 
sale agreement, Capitalized Lease or other title retention agreement;
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Liquidity Event: (i) a Change in Control of Borrower, (ii) an Acquisition of 
Borrower, or (iii) a liquidation or dissolution of Borrower;
Loan: the loan to be made by Lender to Borrower in the maximum principal 
amount of $30,000,000, subject to the terms and conditions of this Loan 
Agreement;
Loan Agreement: this Subordinated Loan Agreement dated September____ , 2002;
Loan Assignment: the sale, transfer or assignment by a Lender of (i) any por­
tion of Lender’s interest in Borrower’s Obligations, and (ii) any of Lender’s other 




(iii) Registration Rights Agreement;
(iv) Warrant; and
(v) other instruments and documents as Lender reasonably may 
require in connection with the transactions contemplated by this Loan 
Agreement;
Management Team: means the executive officers and directors of the 
Obligors as of the date of Closing;
Material Adverse Effect: (i) a material adverse effect upon the business, oper­
ations, Property or financial condition of Borrower, or (ii) a material impairment 
of the ability of any Obligor to perform its obligations under any Loan Instrument;
Multiemployer Plan: any multiemployer plan as defined pursuant to Section 
3(37) of ERISA to which Borrower or any ERISA Affiliate makes, or accrues an 
obligation to make contributions, or has made, or been obligated to make, contri­
butions within the preceding six years;
Non-Payment Default: has the meaning set forth in Section 6.3.1 of this Loan 
Agreement;
Non-Recourse Indebtedness: Indebtedness of such Person for which (i) the sole 
legal recourse for collection of principal and interest on such Indebtedness is against 
the specific property identified in the instruments evidencing or securing such 
Indebtedness and such property was acquired with the proceeds of such 
Indebtedness or such Indebtedness was incurred within 90 days after the acquisition 
of such property, and (ii) no other assets of such Person may be realized upon in col­
lection of principal or interest on such Indebtedness. Indebtedness which is other­
wise Non-Recourse Indebtedness will not lose its character as Non-Recourse 
Indebtedness because there is recourse to the Borrower or any other Person for (i) 
environmental warranties and indemnities, or (ii) indemnities for and liabilities 
arising from fraud, misrepresentation, misapplication or non-payment of rents, prof­
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its, insurance and condemnation proceeds and other sums actually received by the 
Borrower from secured assets to be paid to the lender, waste and mechanics’ liens;
Note: a promissory note in form and substance satisfactory to Lender in the 
principal amount of $25,000,000 executed and delivered by Borrower to Lender to 
evidence the Loan, subordinated to the Permitted Senior Indebtedness pursuant 
to the Subordination Agreement;
Obligor: any of the Obligors;
Obligors: collectively, Borrower and the Subsidiaries;
Parties: collectively, Lender and the Borrower;
Payment Blockage Period: has the meaning set forth in Section 6.3.1 of this 
Loan Agreement;
Payment Default: has the meaning set forth in Section 6.3.1 of this Loan 
Agreement;
PBGC: the Pension Benefit Guaranty Corporation or any Governmental 
Body succeeding to the functions thereof;
Pension Plan: any Employee Benefit Plan, other than a Multiemployer 
Plan, which is subject to the provisions of Part 3 of Title I of ERISA, Title IV of 
ERISA, or Section 412 of the Code and which (i) is maintained for employees of 
Borrower or any ERISA Affiliate, or (ii) has at any time within the preceding six 
years been maintained for the employees of Borrower or any of its current or for­
mer ERISA Affiliates;
Percentage Interest: with respect to any Lenders, the Commitment of such 
Lender with respect to the respective portion of the Borrower’s Obligations under 
this Loan Agreement. For purposes of determining votes of consents by the Lenders, 
the Percentage Interest of any Lender shall be computed based upon the ratio that 
the respective Commitments of such Lender bears to the total Commitments of all 
Lenders as from time to time in effect and reflected in the Register;
Permitted Liens: any of the following Liens:
(a) the Permitted Senior Indebtedness Liens;
(b) Liens for taxes or assessments and similar charges, which 
either are (A) not delinquent, or (B) being contested diligently and in good faith by 
appropriate proceedings, and as to which the applicable Obligor has set aside 
reserves on its books which are satisfactory to Lender;
(c) statutory Liens, such as mechanic’s, materialman’s, ware­
houseman’s, carrier’s or other like Liens, incurred in good faith in the ordinary course 
of business, provided that the underlying obligations relating to such Liens are paid 
in the ordinary course of business, or are being contested diligently and in good faith 
by appropriate proceedings and as to which the applicable Obligor has set aside 
reserves on its books reasonably satisfactory to Lender, or the payment of which obli­
gations are otherwise secured in a manner reasonably satisfactory to Lender;
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(d) zoning ordinances, easements, licenses, reservations, provi­
sions, covenants, conditions, waivers or restrictions on the use of Property and 
other title exceptions, in each case, that are reasonably acceptable to Lender;
(e) Liens in respect of judgments or awards with respect to 
which no Event of Default would exist pursuant to Subsection 7.1.6; and
(f) Liens to secure payment of insurance premiums (A) to be 
paid in accordance with applicable laws in the ordinary course of business relat­
ing to payment of worker’s compensation, or (B) that are required for the partici­
pation in any fund in connection with worker’s compensation, unemployment 
insurance, pensions or other social security programs;
Permitted Senior Indebtedness: Indebtedness, other than Borrower’s 
Obligations to Lender, incurred by any Obligor (A) from Bank pursuant to the 
Bank Loan Agreement, and any amendments, extensions, substitutions or refi­
nancings therefor, or (B) to purchase tangible personal property or 
Indebtedness incurred to lease tangible personal property pursuant to 
Capitalized Leases, the purchase price of which shall not exceed the fair mar­
ket value of such property;
Permitted Senior Indebtedness Liens: Liens that secure Permitted Senior 
Indebtedness;
Person: any individual, firm, corporation, limited Eability company, business 
enterprise, trust, association, joint venture, partnership, Governmental Body or 
other entity, whether acting in an individual, fiduciary or other capacity;
PIK: means interest payable in kind equal to two percent (2%) per annum, 
simple interest;
Prepayment Premium: has the meaning set forth in Section 2.5.2 of this Loan 
Agreement;
Principal Balance: the unpaid principal balance of the Loan or any specified 
portion thereof outstanding from time to time;
Prior Year: has the meaning set forth in Section 5.18 of this Loan Agreement;
Property: all types of real, personal or mixed property and all types of tangible 
or intangible property;
Qualified Depository: a member bank of the Federal Reserve System having 
a combined capital and surplus of at least $100,000,000;
Register: a register maintained by the Agent at its offices for the recordation 
of the names and addresses of the Lenders which assume rights and obligations 
pursuant to the assignment provisions of Section 9.12 of this Loan Agreement;
Registration Rights Agreement: the registration rights agreement between 
Borrower and Lender relating to shares of common stock of Borrower issuable on 
exercise of the Warrant and dated as of the date hereof;
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Regulation S-X: the regulatory scheme governing accounting disclosure adopt­
ed under the Securities Act of 1933, as amended and known as Regulation S-X;
Required Banks: has the meaning set forth in Section 6.3.1 of this Loan 
Agreement;
Required Senior Debt Holders: has the meaning set forth in Section 6.3.1 of 
this Loan Agreement;
Senior Agent: has the meaning set forth in Section 6.8 of this Loan Agreement;
Senior Debt or Senior Indebtedness: means all Indebtedness (present or 
future) created, incurred, assumed or guaranteed by the Borrower and its 
Subsidiaries (including all renewals, extensions, modifications, refundings or refi­
nancings thereof), unless the instrument under which such Indebtedness is creat­
ed, incurred, assumed or guaranteed provides that such Indebtedness is not sen­
ior or superior in right of payment to the Borrower’s Obligations to Lender. 
Notwithstanding anything to the contrary in the foregoing, Senior Debt and 
Senior Indebtedness shall not include (i) any indebtedness of the Borrower to any 
of its Subsidiaries, (ii) any trade payables of any Obligor, or (iii) guarantees by any 
Obligor of Indebtedness (a) outstanding at the date hereof, or (b) which may be 
outstanding in the future, except that Senior Debt or Senior Indebtedness shall 
include any present and future guarantees that provide by their terms that they 
constitute Senior Debt or Senior Indebtedness;
Senior Indebtedness Due Bank: all of Borrower’s Obligations as defined in 
the Bank Loan Agreement;
Subordination Agreement: that certain Lender Subordination Agreement 
among Borrower, Lender and Bank dated as of September____ , 2002, attached
hereto as Exhibit 6.1, as the same may be amended, restated, supplemented or 
otherwise modified pursuant to the terms thereof;
Subsidiary: any Person of which Borrower (or such specified Person) shall at 
the time, directly or indirectly through one or more of its Subsidiaries, (a) own at 
least 50% of the outstanding capital stock (or other shares of beneficial interest) 
entitled to vote generally, (b) hold at least 50% of the partnership, joint venture or 
similar interest, or (c) be a general partner or joint venturer;
Tangible Assets: means total assets less intangible assets as calculated in 
accordance with GAAP;
Termination Event: (i) a “Reportable Event” described in Section 4043 of 
ERISA and the regulations issued thereunder; or (ii) the withdrawal of Borrower 
or any ERISA Affiliate from a Pension Plan during a plan year in which it was a 
“substantial employer” as defined in Section 4001(a) (2); or (iii) the termination of 
a Pension Plan, the filing of a notice of intent to terminate a Pension Plan or the 
treatment of a Pension Plan amendment as a termination under Section 4041 of 
ERISA; or (iv) the institution of proceedings to terminate, or the appointment of a 
trustee with respect to, any Pension Plan by the PBGC; or (v) any other event or 
condition which would constitute grounds under Section 4042(a) of ERISA for 
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the termination of, or the appointment of a trustee to administer, any Pension 
Plan; or (vi) the partial or complete withdrawal of Borrower or any ERISA 
Affiliate from a Multiemployer Plan; or (vii) the imposition of a lien pursuant to 
Section 412 of the Code or Section 302 of ERISA; or (viii) any event or condition 
which results in the reorganization or insolvency of a Multiemployer Plan under 
Sections 4241 or 4245 of ERISA; or (ix) any event or condition which results in the 
termination of a Multiemployer Plan under Section 4041A of ERISA or the insti­
tution by the PBGC of proceedings to terminate a Multiemployer Plan under 
Section 4042 of ERISA;
Total Debt: as of any applicable date, the sum of Borrower’s Obligations as of 
such date;
United States Dollars: means such currency of the United States of America 
as at the time shall be legal tender therein for the payment of public and private 
debts. References to “Dollars” or mean United States Dollars;
Warrant: the warrant issued by Borrower to Lender entitling Lender to pur­
chase shares of Common Stock, dated as of the date hereof; and
Warrant Shares: the shares of Common Stock issuable to Lender on exercise 
of the Warrant, including any shares of Common Stock issued pursuant to the 
anti-dilution provisions of such Warrant.
1.2 Time Periods. In this Loan Agreement and the other Loan 
Instruments, in the computation of periods of time from a specified date to a later 
specified date, (i) the word “from” means “from and including,” (ii) the words “to” 
and “until” each mean “to, but excluding,” and (iii) the words “through,” “end of’ 
and “expiration” each mean “through and including.” Unless otherwise specified, 
all references in this Loan Agreement and the other Loan Instruments to (i) a 
“month” shall be deemed to refer to a calendar month, (ii) a “quarter” shall be 
deemed to refer to a calendar quarter, and (iii) a “year” shall be deemed to refer 
to a calendar year.
1.3 Accounting Terms and Determinations. All accounting terms not 
specifically defined herein shall be construed, all accounting determinations here­
under shall be made and all financial statements required to be delivered pur­
suant hereto shall be prepared in accordance with GAAP as in effect at the time 
of such interpretation, determination or preparation, as applicable, unless other­
wise required by Regulation S-X, associated Staff Accounting Bulletins and con­
curred to by the Accountants. In the event that any “Accounting Changes” (as 
hereinafter defined) occur and such changes result in a change in the method of 
calculation of financial covenants, standards or terms contained in this Loan 
Agreement then Borrower and Lender agree to enter into negotiations to amend 
such provisions of this Loan Agreement so as to reflect such Accounting Changes 
with the desired result that the criteria for evaluating the financial condition of 
Borrower shall be the same after such Accounting Changes as if such Accounting 
Changes had not been made. For purposes hereof, “Accounting Changes” shall 
mean (i) changes in generally accepted accounting principles required by the 
promulgation of any rule, regulation, pronouncement or opinion by the Financial
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Accounting Standards Board of the American Institute of Certified Public 
Accountants (or any successor thereto) or other appropriate authoritative body, 
and (ii) changes in accounting principles as approved by the Accountants.
1.4 References. All references contained in (i) this Loan Agreement to 
“Article,” “Section,” “Subsection,” “Subparagraph,” “Clause” or “Exhibit,” unless 
otherwise indicated, shall be deemed to refer to an Article, Section, Subsection, 
Subparagraph, Clause or Exhibit, as applicable, of this Loan Agreement, (ii) to 
any Loan Instrument at any given time shall be to such Loan Instrument as the 
same shall have been amended, supplemented, restated or otherwise modified as 
of such time, and (iii) to “Lender” shall be deemed to refer to “Lenders” if at or sub­
sequent to the Closing there shall be multiple Lenders in the Register.
1.5 Lender's Discretion. Whenever the terms “satisfactory to Lender,” 
“determined by Lender,” “acceptable to Lender,” “Lender shall elect,” “Lender shall 
request,” “at the option or election of Lender,” or similar terms are used in the Loan 
Instruments, except as otherwise specifically provided therein, such terms shall 
mean satisfactory to, at the election or option of, determined by, acceptable to or 
requested by Lender, as applicable, in its sole and unlimited discretion.
1.6 Borrower's Knowledge. Any statements, representations or war­
ranties that are based upon the best knowledge of Borrower or an officer thereof 
shall be deemed to have been made after due inquiry by Borrower or an officer, as 
applicable, with respect to the matter in question.
1.7 Interpretation. Unless the context of this Loan Agreement otherwise 
requires, (i) words in the singular include the plural, and in the plural include the 
singular, (ii) provisions apply to successive events and transactions, and (iii) “or” 
is not exclusive.
1.8 First Use of Defined Terms. The following capitalized terms, which 
may be used in more than one Section or other location of this Loan Agreement, 
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3.13.1 Employee Benefit Plan
6.1 Subordination Agreement
9.12.1 Assignment and Acceptance
ARTICLE II
LOAN AND TERMS OF PAYMENT
2.1 Advance.
2.1.1 Amount and Disbursement. The Advance will be made by 
Lender to Borrower in the principal amount of $30,000,000, provided that all of 
the terms and conditions set forth in Article X have been satisfied.
2.1.2 Use of Proceeds. The proceeds of the Advance shall be used
to pay _______  and reasonable fees and expenses related to the transaction
described in this Loan Agreement.
2.2 Note. The Loan shall be evidenced by the Note.
2.3 Interest.
2.3.1 Interest Rate. Except during a Default Rate Period as pro­
vided in Section 2.6, the Principal Balance outstanding from time to time shall 
bear interest at the Interest Rate. Interest shall accrue from the date of each 
Advance on the principal balance thereof.
2.3.2 Interest Computation. Interest shall be computed on the 
basis of a year consisting of 360 days and charged for the actual number of days 
during the period for which interest is being charged. In computing interest, the 
Principal Balance on the date of the funding of an Advance shall include the 
amount of the Advance and the Principal Balance on the date of payment of any 
amount due hereunder and shall exclude the amount paid.
2.3.3 Payment in Kind. The Principal Balance outstanding from 
time to time shall be increased by the PIK. The PIK shall be accrued on a quar­
terly basis in arrears.
2.4 Principal and Interest Payments.
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2.4.1 Interest. Interest payments calculated at the Interest Rate (or 
the Default Rate, if applicable) on the outstanding Principal Balance shall be payable 
quarterly in arrears on the first Business Day of each three month period beginning 
with January 1, 2003, subject to the provisions of the Subordination Agreement.
2.4.2 Principal. The Principal Balance shall be payable in four
equal semi-annual payments commencing October___ , 2006 and thereafter on
April__ , 2007, October__ , 2007 and April__ , 2008 subject to the provisions of the
Subordination Agreement and unless earlier prepaid.
2.5 Prepayments.
2.5.1 Voluntary Prepayment of Loan. Borrower may, at its sole 
option at any time upon thirty (30) days prior written notice and after three years 
from the date hereof, prepay this Note without penalty, in whole or in part (in 
multiples of $1,000,000), together with all accrued and unpaid interest on the 
Principal Balance so prepaid to the date of such prepayment. Additionally, 
Borrower may, at its sole option upon thirty (30) days prior written notice and 
after one year from the date hereof and prior to three years from the date hereof, 
prepay this Note, at a prepayment price equal to one hundred six percent (106%) 
of the Principal Balance, in whole or in part (in multiples of $1,000,000), together 
with accrued and unpaid interest on the Principal Balance so prepaid to the date 
of such prepayment.
2.5.2 Prepayment at Lender’s Option. At the Lender’s option upon 
the occurrence of a Liquidity Event then, subject to the provisions of the 
Subordination Agreement, all of Borrower’s Obligations to Lender shall become 
immediately due and payable at the sole discretion of the Lender. If the Lender 
elects to exercise its right to declare all of Borrower’s Obligations to Lender due 
and payable, such election shall be evidenced by three Business Days’ prior writ­
ten notice from Lender to Borrower. Subject to the provisions of the Subordination 
Agreement, Borrower shall upon receipt of such notice pay to Lender the out­
standing Principal Balance, together with accrued and unpaid interest on the 
Principal Balance, together with a prepayment premium (the “Prepayment 
Premium”) calculated as a percentage of the then outstanding Principal Balance 
prepaid in accordance with the following schedule:
Prepayment Premium 
Calculated on the 
Aggregate Principal 
Prepayment Date Balance Prepaid
January__ , 2003 to January__ , 2004 5%
January__ , 2004 to January__ , 2005 4%
January__ , 2005 to January__ , 2006 3%
January, 2006 to January, 2007 0%
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Notwithstanding the foregoing language concerning the Prepayment 
Premium payable by Borrower to Lender, the Lender shall waive, and release 
Borrower from any obligation for, the Prepayment Premium in the event that the 
Cumulative Return to Lender has exceeded two times the original Principal 
Balance of the Note.
2.6 Default Rate Period. During a Default Rate Period, (i) Borrower’s 
Obligations shall bear interest at the Default Rate, and (ii) all payments received 
by Lender shall be applied in accordance with Section 7.4.
2.7 Method of Payment. Borrower shall remit all amounts due hereun­
der to Lender in Good Funds, on the due date of such payment, for application to 
Borrower’s Obligations in the following order of priority: (i) first, to the payment 
of all Borrower’s Obligations then due and payable other than the Principal 
Balance and accrued and unpaid interest thereon, and (ii) second, to the payment 
of accrued and unpaid interest then due and payable on the Principal Balance, 
and (iii) if applicable, towards payment of the Principal Balance. All payments to 
be made pursuant to the Loan Instruments by Borrower to Lender shall be made 
by wire transfer of Good Funds to the account of____________________________ ,
ABA # ______________ , credit the account of_____________________ , Account No.
_______________ , or to such other account to which Lender shall have given five 
Business Days prior written notice.
ARTICLE III
REPRESENTATIONS AND WARRANTIES
Borrower represents and warrants to Lender as follows:
3.1 Existence and Power. Borrower and each of the Subsidiaries is a cor­
poration duly formed and validly existing under the laws of its respective juris­
diction. Each Obligor is in good standing and qualified to transact business in 
each jurisdiction in which the failure so to qualify could have a Material Adverse 
Effect. Each Obligor has all requisite power and authority to own its Property and 
to carry on its business as now conducted and as proposed to be conducted follow­
ing the Effective Date.
3.2 Authority. Each Obligor has full power and authority to enter into, 
execute, deliver and carry out the terms of the Loan Instruments to which it is a 
party and to incur the obligations provided for therein, all of which have been duly 
authorized by all proper and necessary action and are not prohibited by the orga­
nizational instruments of any such Obligor.
3.3 Binding Agreements. This Loan Agreement and the other Loan 
Instruments, when executed and delivered, will constitute the valid and legally 
binding obligations of each Obligor to the extent such Obligor is a party thereto, 
enforceable against such Obligor in accordance with their respective terms, except 
as such enforceability may be limited by (i) applicable bankruptcy, insolvency, 
reorganization, moratorium or similar laws now or hereafter in effect affecting the 
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enforcement of creditors’ rights generally, and (ii) equitable principles (whether or 
not any action to enforce such document is brought at law or in equity).
3.4 Business and Property of Borrowers.
3.4.1 Business and Property. Each Obligor is the owner of all 
Property and the holder of all licenses necessary to conduct Borrower’s Business 
in the places where it is now conducted.
3.4.2 Leases. There is set forth in Exhibit 3.4.2 a list of all Leases 
of real property under which any Obligor is the lessee, together with a complete 
and accurate address and legal description of each such parcel of Leasehold 
Property and the current landlord under each Lease. Each Lease is in full force 
and effect, there has been no material default in the performance of any of its 
terms or conditions by any party thereto, and no claim of default has been asserted 
with respect thereto. To the best knowledge of Borrower, the present and contem­
plated use of the Leasehold Property is in material compliance with all applicable 
zoning ordinances and regulations and other laws and regulations.
3.4.3 Real Estate. Borrower owns no real property.
3.4.4 Operation and Maintenance of Equipment. To the best 
knowledge of Borrower, no Person owning or operating any equipment necessary 
for the operation of Borrower’s Business has used, operated or maintained the 
same in a manner which now or hereafter could result in the cancellation or ter­
mination of any material rights of any Obligor to use or make use of the same or 
which could result in any material liability of any Obligor for damages in connec­
tion therewith. All of the equipment and other tangible personal property owned 
by each Obligor on the Effective Date is, in all material respects, in good operat­
ing condition and repair (subject to normal wear and tear) and has to the best 
knowledge of Borrower, been used, operated and maintained in substantial com­
pliance with all applicable laws, rules and regulations.
3.4.5 Title to Property: Liens. On the Effective Date each Obligor 
shall have (i) good and marketable title to all of its Property, except the portion 
thereof consisting of a leasehold estate, and (ii) a valid leasehold estate in each 
portion of its Property which consists of a leasehold estate. To the best knowledge 
of Borrower, upon the Effective Date, all of such Property was free and clear of all 
Liens, except Permitted Liens.
3.5 Litigation. There is set forth in Exhibit 3.5 a description of all actions 
and suits, arbitration proceedings and claims pending or, to the best knowledge of 
Borrower, threatened against any Obligor or maintained by any Obligor at law or 
in equity or before any Governmental Body. None of the matters set forth in such 
Exhibit 3.5, if adversely determined, could have a Material Adverse Effect.
3.6 Defaults in Other Agreements: Consents: Conflicting Agreements. 
No Obligor is in default under any agreement to which such Obligor is a party or 
by which such Obligor or any of the Property of such Obligor is bound, the effect 
of which default could have a Material Adverse Effect. No authorization, consent, 
approval or other action by, and no notice to or filing with, any Governmental 
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Body or any other Person which has not already been obtained, taken or filed, as 
applicable, is required (i) for the due execution, delivery or performance by 
Borrower of the Loan Instruments, or (ii) as a condition to the validity or enforce­
ability of any of the Loan Instruments or any of the transactions contemplated 
thereby. To the knowledge of Borrower, no provision of any material mortgage, 
indenture, contract, agreement, statute, rule, regulation, judgment, decree or 
order binding on any Obligor or affecting the Property of any Obligor conflicts 
with, or requires any consent which has not already been obtained under, or 
would in any way prevent the execution, delivery or performance of the terms of 
any of the Loan Instruments. The execution, delivery or performance of the terms 
of the Loan Instruments will not constitute a default under, or result in the cre­
ation or imposition of, or obligation to create, any Lien upon the Property of the 
Obligors pursuant to the terms of any such material mortgage, indenture, contract 
or agreement.
3.7 Taxes. Each Obligor has filed all tax returns required to be filed, and 
has paid, or made adequate provision for the payment of, all taxes shown to be due 
and payable on such returns or in any assessments made against any such Person, 
and no tax Liens have been filed and no claims are being asserted in respect of 
such taxes which are required by GAAP to be reflected in the financial statements 
of Borrower and are not so reflected therein. As of the time of filing, the tax 
returns of each Obligor were complete in all material respects and do not contain 
a disclosure statement under Code Section 6662. The charges, accruals and 
reserves on the books of Borrower with respect to all federal, state, local and other 
taxes are considered by the management of Obligor to be adequate, and there is 
no unpaid assessment known to any Obligor which is or might be due and payable 
by any Obligor or create a Lien against any Obligor’s Property, except such assess­
ments as are being contested in good faith and by appropriate proceedings dili­
gently conducted, and for which adequate reserves have been set aside in accor­
dance with GAAP. None of the tax returns of any Obligor at the Effective Date are 
under audit and no Obligor has received notice at or prior to the Effective Date of 
a proposed audit.
3.8 Compliance with Applicable Laws. No Obligor is in default in respect 
of any judgment, order, writ, injunction, decree or decision of any Governmental 
Body, which default would have a Material Adverse Effect. Except as otherwise 
provided herein, each Obligor is in compliance in all material respects with all 
applicable statutes and regulations, including, without limitation, all 
Environmental Laws, ERISA, ADA and all laws and regulations relating to unfair 
labor practices, equal employment opportunity and employee safety, of all 
Governmental Bodies, a violation of which could have a Material Adverse Effect. 
No material condemnation, eminent domain or expropriation has been com­
menced or, to the best knowledge of Borrower, threatened against the Property 
that the Obligors own on the Effective Date.
3.9 Patents, Trademarks. Franchises. Agreements. Upon the Effective 
Date, the Obligors will own, possess or have the right to use all material patents, 
trademarks, service marks, tradenames, copyrights, franchises and rights with 
respect thereto, necessary for the conduct of Borrower’s Business as proposed to 
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be conducted after the Effective Date, without any known conflict with the rights 
of others and, in each case, free of any Liens.
3.10 Environmental Matters. Each Obligor is in compliance with all 
applicable Environmental Laws and no portion of the Leasehold Property has 
been used as a land fill. There currently are not any known Hazardous Materials 
generated, manufactured, released, stored, buried or deposited over, beneath, in 
or on (or used in the construction and/or renovation of) the Leasehold Property in 
violation of applicable Environmental Laws which could have a Material Adverse 
Effect. The Borrower has submitted to Lender complete and correct copies of all 
material environmental investigations, assessments, studies, audits or reviews 
conducted of which any of the Obligors has knowledge with respect to any 
Property or facility now or previously owned, operated, used, controlled or leased 
by any such Obligor including, without limitation, those relating to compliance 
with or liability under any Environmental Laws.
3.11 Other Indebtedness. On the Effective Date, no Obligor had any 
Indebtedness for Borrowed Money, except (i) Borrower’s Obligations, (ii) 
Permitted Senior Indebtedness permitted to exist as of the Effective Date pur­
suant to this Loan Agreement, and (iii) Non-Recourse Indebtedness.
3.12 No Misrepresentation. Neither this Loan Agreement nor any other 
Loan Instrument, certificate, information or report furnished or to be furnished by 
or on behalf of Borrower to Lender in connection with any of the transactions con­
templated hereby or thereby, contains or will contain a misstatement of material 
fact, or omits or will omit to state a material fact required to be stated in order to 
make the statements contained herein or therein, taken as a whole, not mislead­
ing in the light of the circumstances under which such statements were made. 
There is no fact, other than information known to the public generally, known to 
or reasonably foreseen by Borrower after diligent inquiry, that would be expected 
to have a Material Adverse Effect that has not expressly been disclosed to Lender 
in writing.
3.13 Employee Benefit Plans.
3.13.1 No Other Plans. Neither Borrower nor any ERISA Affiliate 
maintains or contributes to, or has any obligation under, any Employee Benefit 
Plan other than those identified on Exhibit 3.13.1.
3.13.2 ERISA and Code Compliance and Liability. Borrower and 
each ERISA Affiliate is in compliance with all applicable provisions of ERISA 
with respect to all Employee Benefit Plans except where failure to comply would 
not result in a material liability to Borrower and except for any required 
amendments for which the remedial amendment period as defined in Section 
401(b) of the Code has not yet expired. Each Employee Benefit Plan that is 
intended to be qualified under Section 401(a) of the Code has been determined 
by the Internal Revenue Service to be so qualified, and each trust related to 
such plan has been determined to be exempt under Section 501(a) of the Code, 
except for any amendments for which the remedial amendment period as 
defined in Section 401(b) of the Code has not yet expired. No material liability 
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has been incurred by Borrower or any ERISA Affiliate which remains unsatis­
fied for any taxes or penalties with respect to any Employee Benefit Plan or any 
Multiemployer Plan.
3.13.3 Funding. No Pension Plan has been terminated, nor has any 
accumulated funding deficiency (as defined in Section 412 of the Code) been 
insured (without regard to any waiver granted under Section 412 of the Code), nor 
has any funding waiver from the Internal Revenue Service been received or 
requested with respect to any Pension Plan, nor has Borrower or any ERISA 
Affiliate failed to make any contributions or to pay any amounts due and owing as 
required by Section 412 of the Code, Section 302 of ERISA or the terms of any 
Pension Plan prior to the due dates of such contributions under Section 412 of the 
Code or Section 302 of ERISA, nor has there been any event requiring any disclo­
sure under Section 4041(c) (3) (C), 4063(a) or 4068 of ERISA with respect to any 
Pension Plan.
3.13.4 Prohibited Transactions and Payments. Neither any 
Borrower nor any ERISA Affiliate has: (i) engaged in a nonexempt “prohibited 
transaction” as such term is defined in Section 406 of ERISA or Section 4975 of 
the Code; (ii) incurred any liability to the PBGC which remains outstanding other 
than the payment of premiums and there are no premium payments which are 
due and unpaid; (iii) failed to make a required contribution or payment to a 
Multiemployer Plan; or (iv) failed to make a required installment or other 
required payment under Section 412 of the Code.
3.13.5 No Termination Event. No Termination Event has occurred 
or is reasonably expected to occur.
3.13.6 ERISA Litigation. No material proceeding, claim, lawsuit 
and/or investigation is existing or, to the best knowledge of Borrower, threatened 
concerning or involving any (i) employee welfare benefit plan (as defined in 
Section 3(1) of ERISA) currently maintained or contributed to by Borrower, or any 
ERISA Affiliate, (ii) Pension Plan, or (iii) Multiemployer Plan.
3.14 Employee Matters.
3.14.1 Collective Bargaining Agreements: Grievances, (i) None of 
the employees of any Obligor is subject to any collective bargaining agreement, (ii) 
no petition for certification or union election is pending with respect to the 
employees of any Obligor and no union or collective bargaining unit has sought 
such certification or recognition with respect to the employees of any Obligor, and 
(iii) there are no strikes, slowdowns, work stoppages, unfair labor practice com­
plaints, grievances, arbitration proceedings or controversies pending or, to the 
best knowledge of Borrower, threatened against any Obligor by any Obligor’s 
employees, other than employee grievances or controversies arising in the ordi­
nary course of business that could not in the aggregate be expected to have a 
Material Adverse Effect.
3.14.2 Claims Relating to Employment. Neither any Obligor nor, to 
Borrower’s best knowledge, any officer, stockholder or employee of any Obligor, is 
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subject to any employment agreement or noncompetition agreement with any for- 
mer employer or any other Person which agreement would have a Material 
Adverse Effect due to (i) any information which such Obligor would be prohibited 
from using under the terms of such agreement, or (ii) any legal considerations 
relating to unfair competition, trade secrets or proprietary information.
3.15 Burdensome Obligations. After giving effect to the transactions con­
templated by the Loan Instruments, (i) no Obligor (A) will be a party to or be 
bound by any franchise, agreement, deed, lease or other instrument, or be subject 
to any restriction, which is so unusual or burdensome so as to cause, in the fore­
seeable future, a Material Adverse Effect, and (B) intends to incur, or believes that 
it will incur, debts beyond its ability to pay such debts as they become due, and 
(ii) each Obligor (A) owns and will own Property, the fair salable value of which is 
(I) greater than the total amount of its liabilities (including contingent liabilities), 
and (II) greater than the amount that will be required to pay the probable liabili­
ties of its then existing debts as they become absolute and matured, and (B) has 
and will have capital that is not unreasonably small in relation to its business as 
presently conducted and as proposed to be conducted. No Obligor presently antic­
ipates that future expenditures needed to meet the provisions of federal or state 
statutes, orders, rules or regulations will be so burdensome so as to have a 
Material Adverse Effect.
3.16 Financial Statements. The Borrower has previously furnished to the 
Lender copies of the following:
(a) the audited Consolidated balance sheets of Borrower and its 
Subsidiaries as at December 31, 2000 and 2001 and the audited Consolidated 
statements of income, of changes in stockholders’ equity and of cash flows of 
Borrower and its Subsidiaries for the fiscal years then ended;
(b) the unaudited Consolidated balance sheet of Borrower and
its Subsidiaries as at____________and the unaudited Consolidated statements of
income and of cash flows of Borrower and its Subsidiaries for the portion of the fis­
cal year then ended.
The audited Consolidated financial statements (including the notes thereto) 
referred to clause (a) above were prepared in accordance with GAAP and fairly 
present in all material respects the financial position of the Obligors on a 
Consolidated basis at the respective dates thereof and the results of their opera­
tions for the periods covered thereby. The unaudited Consolidated financial state­
ments referred to in clause (b) above were prepared in accordance with GAAP and 
fairly present in all material respects the financial position of the Obligors on a 
Consolidated basis at the respective dates thereof and the results of their opera­
tions for the periods covered thereby, subject to normal year-end audit adjust­
ments and the addition of footnotes in the case of interim financial statements. 
None of the Obligors have any known contingent liability material to the Obligors 
on a Consolidated basis which (if required by GAAP to be reflected on the balance 
sheets or in the notes to the financial statements) is not reflected in the balance 
sheets referred to in clauses (a) or (b) above.
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ARTICLE IV
AFFIRMATIVE COVENANTS
Until all of Borrower’s Obligations are paid and performed in full, Borrower 
agrees that it and each Obligor will:
4.1 Legal Existence: Good Standing. Maintain its existence and its good 
standing in the jurisdiction of its formation and its qualification in each jurisdic­
tion in which the failure so to qualify would have a Material Adverse Effect, and 
in any event in each jurisdiction in which any portion of the business owned or 
operated by such Obligor is located.
4.2 Inspection. Permit representatives of Lender at Lender’s expense, 
upon five Business Days prior notice if no Event of Default exists, or at any time 
if any Event of Default exists, to (i) visit its offices, (ii) examine its books and 
records and Accountants’ reports relating thereto, (iii) make copies or extracts 
therefrom, (iv) discuss its affairs with its employees, (v) examine and inspect its 
Property, and (vi) meet and discuss its affairs with the Accountants, and such 
Accountants, as a condition to their retention by such Borrower, are hereby irrev­
ocably authorized by Borrower to fully discuss and disclose all such affairs with 
Lender (the foregoing items (i) through (vi) hereinafter are referred to collectively 
as an “Inspection”). Notwithstanding the foregoing, if no Event of Default exists, 
Lender shall not conduct an Inspection more than once a year.
4.3 Financial Statements and Other Information. Maintain a standard 
system of accounting in accordance with GAAP and furnish to Lender the follow­
ing items:
4.3.1 Monthly Statements. Thirty (30) days after the close of each 
month that is not a quarter-end or year-end, an internal financial and management 
report including a consolidated statement of operations and operating cash flow.
4.3.2 Quarterly Statements. Forty-five (45) days after the close of 
any fiscal quarter (i) the consolidated balance sheet of Borrower for fiscal quarter, 
and (ii) the consolidated statements of operations and operating cash flow of 
Borrower for such fiscal quarter and for the period from the beginning of the then 
current year to the end of such fiscal quarter, setting forth in each case in com­
parative form the corresponding figures for the corresponding period in the pre­
ceding year, all in reasonable detail and prepared in accordance with GAAP sub­
ject to (i) the absence of any footnotes that may be required by GAAP, and (ii) nor­
mal year-end adjustments that are not material in the aggregate.
4.3.3 Annual Statements. Ninety (90) days after the close of each 
fiscal year: the consolidated balance sheet of Borrower as of the end of such 
year and the consolidated statements of operations, cash flows and stockholders’ 
equity of Borrower for such year (collectively, the “Basic Financial Statements”), 
and the consolidated statements of operating cash flow of Borrower for such year, 
setting forth in each case in comparative form the corresponding figures for the 
preceding year.
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4.3.4 Audit Reports. A copy of each report, other than the reports 
referred to in Subsection 4.3.3, including any so-called “Management Letter” or 
similar report, submitted to Borrower by the Accountants in connection with any 
annual, interim or special audit made by the Accountants of the books of 
Borrower.
4.3.5 Compliance Statement. Concurrent with the delivery of the 
quarterly and annual Basic Financial Statements, a compliance statement that 
certifies the calculations of covenant compliance as to those covenants set forth in 
Sections 4.3.1, 4.3.2 and 4.3.3.
4.4 Notice of Defaults: Loss. Provide Lender with prompt notice if: (i) any 
Indebtedness of any Obligor is declared or shall become due and payable prior to 
its declared or stated maturity, or called and not paid when due, (ii) any event has 
occurred that enables the holder of any note, or other evidence of such 
Indebtedness, certificate or security evidencing any such Indebtedness of any 
Obligor to declare such Indebtedness due and payable prior to its stated 
maturity, (iii) there shall occur and be continuing an Incipient Default or Event 
of Default, accompanied by a statement setting forth what action Borrower proposes 
to take in respect thereof, or (iv) any event shall occur which has a Material 
Adverse Effect, including the amount or the estimated amount of any loss or 
adverse effect.
4.5 Notice of Suits, Adverse Events. Provide Lender with (i) prompt 
notice of any citation, summons, subpoena, order to show cause or other order 
naming any Obligor a party to any proceeding before any Governmental Body 
which might reasonably be expected to have a Material Adverse Effect and include 
with such notice a copy of such citation, summons, subpoena, order to show cause 
or other order, (ii) any lapse or other termination of any license, permit, franchise, 
agreement or other authorization issued to any Obligor by any Governmental 
Body or any other Person that is material to the operation of Borrower’s Business, 
(iii) any refusal by any Governmental Body or any other Person to renew or extend 
any such license, permit, franchise, agreement or other authorization, and (iv) any 
dispute between any Obligor and any Governmental Body or any other Person, 
which lapse, termination, refusal or dispute could reasonably be expected to have 
a Material Adverse Effect.
4.6 Reports to Stockholders and Governmental Bodies. Upon request of 
the Lender, promptly provide Lender:
(a) copies of any financial statements, reports, notices and other 
statements sent or made available generally by Borrower to Borrower’s stockhold­
ers to the extent the same contain any information not included in any financial 
statements previously furnished to Lender pursuant to Section 4.3, and copies of all 
regular and periodic reports and all registration statements and prospectuses filed 
by Borrower with any securities exchange or with the Securities and Exchange 
Commission or any Governmental Body succeeding to any of its functions, and of all 
statements generally made available by Borrower or others concerning material 
developments in the business of any Obligor; and
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(b) copies of any periodic or special reports filed by any Obligor 
with any Governmental Body or Person and copies of any material notices and 
other communications from any Governmental Body or Person which specifically 
relate to any Obligor.
4.7 ERISA Notices and Requests.
(a) With reasonable promptness, and in any event within 25 
Business Days after occurrence of any of the following, Borrower will give notice 
of and/or deliver to Lender copies of: (i) the establishment of any new Pension Plan 
or Multiemployer Plan by any Obligor; (ii) the commencement of contributions to 
any Pension Plan or Multiemployer Plan to which any Obligor or any of its ERISA 
Affiliates was not previously contributing or any increase in the benefits of any 
existing Pension Plan or Multiemployer Plan; (iii) each funding waiver request 
filed with respect to any Pension Plan and all communications received or sent by 
any Obligor or any ERISA Affiliate with respect to such request; and (iv) the fail­
ure of any Obligor or ERISA Affiliate to make a required installment or payment 
to a Pension Plan under Section 302 of ERISA or Section 412 of the Code by the 
due date.
(b) Promptly and in any event within 10 Business Days of 
becoming aware of the occurrence of or forthcoming occurrence of any (i) 
Termination Event, or (ii) nonexempt “prohibited transaction”, as such term is 
defined in Section 406 of ERISA or Section 4975 of the Code, in connection with 
any Pension Plan or any trust created thereunder, Borrower will deliver to Lender 
a notice specifying the nature thereof, what action the applicable Obligor has 
taken, is taking or proposes to take with respect thereto and, when known, any 
action taken or threatened by the Internal Revenue Service, the Department of 
Labor or the PBGC with respect thereto.
(c) With reasonable promptness but in any event within 10 
Business Days after the occurrence of, or receipt of, any of the following, Borrower 
will deliver to Lender copies of: (i) any favorable or unfavorable determination let­
ter from the Internal Revenue Service regarding the qualification of an Employee 
Benefit Plan under Section 401(a) of the Code; (ii) all notices received by any 
Obligor or any ERISA Affiliate of the PBGC’s intent to terminate any Pension 
Plan or to have a trustee appointed to administer any Pension Plan; (iii) each 
Schedule B (Actuarial Information) to the annual report (Form 5500 Series) filed 
by any Obligor or any ERISA Affiliate with the Internal Revenue Service with 
respect to each Pension Plan; and (iv) all notices received by any Obligor or any 
ERISA Affiliate from a Multiemployer Plan sponsor concerning the imposition or 
amount of withdrawal liability pursuant to Section 4202 of ERISA. Borrower will 
notify Lender in writing within two Business Days of any Obligor or any ERISA 
Affiliate that has filed a notice of intent to terminate any Pension Plan under a 
distress termination within the meaning of Section 4041(c) of ERISA.
4.8 Other Information.
(a) Provide Lender with prompt notice of any change in the loca­
tion of any Property of any Obligor which is material to or necessary for the con- 
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tinned operation of Borrower’s Business, any change in the name of any Obligor, 
any sale or purchase of Property outside the regular course of business of any 
Obligor, and any change in the business or financial affairs of any Obligor, which 
change would have a Material Adverse Effect.
(b) Promptly upon request therefor, such other information and 
reports relating to the past, present or future financial condition, operations, 
plans and projections of Borrower as Lender reasonably may request from time to 
time. Notwithstanding the foregoing, such requests shall not be made more than 
two times during a calendar year.
4.9 Reports to Governmental Bodies and Other Persons. Timely file all 
material reports, applications, documents, instruments and information required 
to be filed pursuant to all rules, regulations or requests of any Governmental Body 
or other Person having jurisdiction over the operation of Borrower’s Business, 
including, but not limited to, such of the Loan Instruments as are required to be 
filed with any such Governmental Body or other Person pursuant to applicable 
rules and regulations promulgated by such Governmental Body or other Person.
4.10 Maintenance of Licenses, Franchises and Other Agreements. 
Maintain in full force and effect at all times, and apply in a timely manner for 
renewal of licenses, franchises, trademarks, tradenames and agreements neces­
sary for the operation of Borrower’s Business, the loss of any of which would have 
a Material Adverse Effect.
4.11 Insurance.
4.11.1 Key Man Life Insurance. Maintain in full force and effect at
all times policies of insurance in such form and issued by such insurers as shall 
be reasonably acceptable to Lender, insuring the life of (i)__________in the amount
of $5,000,000, and (ii)_______ in the amount of $4,000,000, and deliver to Lender,
from time to time as Lender reasonably may request, evidence of compliance with 
this Subsection 4.11.1.
4.11.2 Business Insurance. Maintain in full force and effect at all 
times Business Insurance as required by the insurance letter agreement between 
Borrower and Bank.
4.12 Future Leases. Deliver to Lender an executed copy of any lease per­
taining to real property entered into by any Obligor and such other documents as 
pertaining to any lease Lender may reasonably request.
4.13 Future Acquisitions of Real Property. Deliver to Lender executed 
copies of any contract relating to the purchase by any Obligor of real property, an 
executed copy of such contract and such other documents as Lender may reason­
ably request that are related to such purchase.
4.14 Environmental Matters.
4.14.1 Compliance. At all times comply with, and be responsible for, 
its obligations under all Environmental Laws applicable to the Leasehold Property, 
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any parcel of real estate acquired in connection with an acquisition and any other 
Property owned by any Obligor or used by each Obligor in the operation of its busi­
ness. At its sole cost and expense, each Obligor shall (i) comply in all respects with 
(A) any notice of any violation or administrative or judicial complaint or order hav­
ing been filed against such Obligor, any portion of the Leasehold Property, any par­
cel of real estate acquired in connection with an acquisition or any Property owned 
by such Obligor or used by such Obligor in the operation of its business alleging 
violations of any law, ordinance and/or regulation requiring such Obligor to take 
any action in connection with the release, transportation and/or cleanup of any 
Hazardous Materials, and (B) any notice from any Governmental Body or any 
other Person alleging that such Obligor is or may be liable for costs associated with 
a response or cleanup of any Hazardous Materials or any damages resulting from 
such release or transportation, or (ii) diligently contest in good faith by appropri­
ate proceedings any demands set forth in such notices.
4.15 Compliance with Laws. Comply with all laws, statutes and regula­
tions relating to federal, state and local laws, ordinances, requirements and regu­
lations and all judgments, orders, injunctions and decrees known and applicable 
to such Obligor and its operations, that the failure to comply with would have a 
Material Adverse Effect.
4.16 Taxes and Claims. Pay and discharge all taxes, assessments and 
governmental charges or levies imposed upon it or upon its income or profits, or 
upon any Property belonging to it, prior to the date on which penalties attach 
thereto, and all lawful claims which, if unpaid, might become a Lien (other than 
a Permitted Lien) upon the property of such Obligor, provided that so long as no 
Lien has attached to the Property of any Obligor as a result of any of the forego­
ing, no Obligor shall be required by this Section 4.16 to pay any such amount if 
the same is being contested diligently and in good faith by appropriate proceed­
ings and as to which the applicable Obligor has set aside reserves on its books rea­
sonably satisfactory to Lender.
4.17 Maintenance of Properties. Maintain all of its Property necessary in 
the operation of Borrower’s Business in good working order and condition.
4.18 Officer Compensation. Officers of the Borrower may be paid reason­
able salaries and bonuses in amounts that are customary for businesses similar in 
size, scope and profitability to that of the Borrower._____________ annual salary
and compensation for fiscal 2003 will not exceed $400,000 without the prior writ­
ten consent of___________ .
4.19 Insider Holdings. The Management Team will retain at least seventy- 
five percent (75%) of their Common Stock owned at the date hereof through the 
fourth anniversary after Closing and at least fifty-five percent (55%) of their 
Common Stock owned at the date hereof until the Loan is paid in full, provided 
that any such sales of stock will be into the public trading market then existing 
for Borrower’s Common Stock. A transfer of up to twenty percent (20%) of hold­
ings of Common Stock by the Management Team for estate planning purposes is 
permitted and shall be excluded from the above calculations.
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4.20 Debt Service Coverage Ratio. The Debt Service Coverage Ratio is 
defined as the ratio of (i) EBITDAC for the four previous quarters to (ii) cash inter­
est expense and regularly scheduled principal payments for the four most recent 
complete calendar quarters. Borrower will not permit the Debt Service Coverage 
Ratio as of the last day of each quarter ending on or about the date set forth below 
to be less than the ratio set forth opposite such date:
Quarter Ending Ratio
December 31, 2002 ___to 1.00
March 31, 2003 ___to 1.00
June 30, 2003 ___to 1.00
September 30, 2003 ___to 1.00
December 31, 2003 ___to 1.00
March 31, 2004 ___to 1.00
June 30, 2004 ___to 1.00
September 30, 2004 ___to 1.00
December 31, 2004 ___to 1.00
March 31, 2005 ___to 1.00
June 30, 2005 ___to 1.00
September 30, 2005 ___to 1.00
December 31, 2005 ___to 1.00
March 31, 2006 ___to 1.00
June 30, 2006 ___to 1.00
September 30, 2006 ___to 1.00
December 31, 2006 ___to 1.00
March 31, 2007 to 1.00
4.21 Consolidated Indebtedness for Borrowed Money to EBITDA Ratio. 
The Consolidated Indebtedness for Borrowed Money to EBITDA ratio is defined as 
the ratio of Consolidated Indebtedness for Borrowed Money to Consolidated EBITDA. 
Borrower will not permit the Consolidated Indebtedness for Borrowed Money to 
EBITDA ratio as of the last day of each fiscal quarter ending on or about the date 
set forth below to be greater than the ratio set forth opposite such date below.
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March 31, 2007
Date Ratio
December 31, 2002 ___to 1.00
March 31, 2003 ___to 1.00
June 30, 2003 ___to 1.00
September 30, 2003 ___to 1.00
December 31, 2003 ___to 1.00
March 31, 2004 ___to 1.00
June 30, 2004 ___to 1.00
September 30, 2004 ___to 1.00
December 31, 2004 ___to 1.00
March 31, 2005 ___to 1.00
June 30, 2005 ___to 1.00
September 30, 2005 ___to 1.00
December 31, 2005 ___to 1.00
March 31, 2006 ___to 1.00
June 30, 2006 ___to 1.00
September 30, 2006 ___to 1.00
December 31, 2006 ___to 1.00
to 1.00
4.22 Minimum Tangible Net Worth. Minimum Tangible Net Worth shall 
be defined as the Consolidated Tangible Assets of the Obligors, less liabilities of 
the Obligors, plus the net proceeds of the sale of Capital Stock of the Obligors. 
Borrower will not permit the Consolidated Tangible Net Worth of the Obligors as 
of the last day of each quarter ending on or about the date set forth below to be 



























So long as at least 50% of Total Debt remains outstanding, no Obligor shall:
5.1 Borrowing. Create, incur, assume or suffer to exist any liability for 
Indebtedness for Borrowed Money except (i) Borrower’s Obligations, (ii) Permitted 
Senior Indebtedness, and (iii) Non-Recourse Indebtedness.
5.2 Liens. Create, incur, assume or suffer to exist any Lien upon any of 
its Property, whether now owned or hereafter acquired, except Permitted Liens.
5.3 Merger. Consolidate with or merge into any other corporation, or 
transfer all or substantially all of its assets to any entity unless permitted by law 
and unless (i) the resulting, surviving or transferee entity, which shall be a corpo­
ration organized and existing under the laws of the United States or a State there­
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of, assumes in a form reasonably satisfactory to the Lender, all of the obligations of 
Borrower under the Loan Instruments, (ii) immediately after giving effect to, and 
as a result of, such transaction, no Incipient Default or Event of Default shall have 
occurred and be continuing, and (iii) Lender has waived the application of Section
2.5.2 of this Loan Agreement, which waiver is at Lender’s sole option. Thereafter 
such successor corporation or corporation shall succeed to and be substituted for 
Borrower with the same effect as if it had been named herein as the “Company” and 
all such obligations of the predecessor corporation shall terminate. Borrower shall 
deliver to the Lender prior to the consummation of the proposed transaction an offi­
cers’ certificate to the foregoing effect and an opinion of counsel stating that the pro­
posed transaction complies with this provision. Notwithstanding the foregoing lan­
guage in this Section 5.3, the Borrower and its Subsidiaries may merge or consoli­
date with any other Person in accordance with the provisions of Sections 5.16 and 
5.17 hereafter; provided, further, however, that any such merger or consolidation 
does not constitute a Change in Control of the Borrower.
5.4 Contingent Liabilities. Assume, guarantee, endorse, contingently 
agree to purchase, become liable in respect of any Guarantee, or otherwise become 
liable upon the obligation of any Person, except (i) liabilities arising from the 
endorsement of negotiable instruments for deposit or collection, or (ii) the posting 
of bonds or letters of credit to secure performance to the extent necessary in con­
nection with Borrower’s Business and similar transactions in the ordinary course 
of business.
5.5 Distributions. Pay any dividends or make any distributions with 
respect to, or purchase or redeem all or any portion of, the Capital Stock of any 
Obligor other than distributions (i) to Borrower or its successors in interest by any 
Obligor other than Borrower with respect to Capital Stock of Borrower (directly or 
indirectly through another Subsidiary), or (ii) distributions to management of 
Borrower upon ceasing to be employed.
5.6 Payments of Indebtedness for Borrowed Money. Make any voluntary 
or optional prepayment of any Indebtedness for Borrowed Money other than 
Permitted Senior Indebtedness, Borrower’s Obligations and payments made in 
the ordinary course of business, and Non-Recourse Indebtedness.
5.7 Investments or Loans. At any time purchase or otherwise acquire, 
hold or invest in the capital stock of, or any other interest in, any Person, or make 
any loan or advance to, or enter into any arrangement for the purpose of provid­
ing funds or credit to, or make any other investment, whether by way of capital 
contribution or otherwise, in or with any Person, except (i) investments in direct 
obligations of, or instruments unconditionally guaranteed by, the United States of 
America or in certificates of deposit issued by a Qualified Depository, (ii) invest­
ments in commercial or finance paper which, at the time of investment, is rated 
either “A” or “P” by Moody’s Investors Service, Inc., or Standard & Poor’s 
Corporation, respectively, or at the equivalent rate by any of their respective suc­
cessors, (iii) any interests in any money market account maintained, at the time 
of investment, with a Qualified Depository, the investments of which, at the time 
of investment, are restricted to the types specified in clause (i) above, and (iv) the 
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formation and capitalization of Permitted Subsidiaries. All investments permitted 
pursuant to clauses (i), (ii) and (iii) of this Section 5.7 shall have a maturity not 
exceeding one year.
5.8 Fundamental Business Changes. Materially change the nature of its 
business.
5.9 Facility Sites. Change the locations of its offices or other Property 
used in the operation of Borrower’s Business unless such Obligor shall have com­
plied with all applicable laws, rules and regulations and shall have received all 
required consents and approvals from any Governmental Body.
5.10 Sale or Transfer of Assets. Except in the ordinary course of business,
sell, lease, assign, transfer, sublease or otherwise dispose of 10% or more of the 
Borrower’s Consolidated Assets (excluding inventory and leased assets) on a 
rolling 12 month basis or 20% in the aggregate (collectively, the “Benchmark”) 
without the prior consent of___________, except for the sale or disposition of (i)
Property which is not material to or necessary for the continued operation of 
Borrower’s Business, (ii) obsolete or unusable items of equipment which promptly 
are replaced with new items of equipment of like function and comparable value 
to the unusable items of equipment when the same were new or not obsolete, and 
(iii) doubtful accounts receivable for collection purposes in the ordinary course of 
business. In the event of any proposed sale or transfer of the Borrower’s 
Consolidated Assets that exceed the Benchmark, the proceeds of such sale or 
transfer of Borrower’s Consolidated Assets shall (i) be representative of the fair 
market value of such Consolidated Assets as are sold or transferred, and (ii) be 
subject to application by Borrower in accordance with the mutually acceptable and 
commercially reasonable agreement of Borrower and Agent, subject to the provi­
sions of the Subordination Agreement.
5.11 Amendment of Certain Documents. Amend, modify or waive any 
term or provision of the articles of incorporation or bylaws of Borrower or the 
Permitted Subsidiaries that would materially and adversely affect the Lender.
5.12 Acquisition of Additional Properties. Acquire any additional 
Property except such Property as is necessary to or useful in the operation of such 
Borrower’s Business, provided such acquisitions shall be subject to the conditions 
and limitations set forth in this Loan Agreement.
5.13 Compliance with ERISA.
(a) Permit the occurrence of any Termination Event which 
would result in a liability to any Obligor or ERISA Affiliate in excess of $50,000.
(b) Permit the present value of all benefit liabilities under all 
Pension Plans to exceed the current value of the assets of such Pension Plans allo­
cable to such benefit liabilities by more than $50,000.
(c) Permit any accumulated funding deficiency in excess of 
$50,000 (as defined in Section 302 of ERISA and Section 412 of the Code) with 
respect to any Pension Plan, whether or not waived.
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(d) Fail to make any contribution or payment to any 
Multiemployer Plan which any Obligor or ERISA Affiliate may be required to make 
under any agreement relating to such Multiemployer Plan, or any law pertaining 
thereto which results in or is likely to result in a liability in excess of $50,000.
(e) Engage, or permit any Obligor or ERISA Affiliate to 
engage, in any “prohibited transaction” as such term is defined in Section 406 
of ERISA or Section 4975 of the Code for which a civil penalty pursuant to 
Section 502(i) of ERISA or a tax pursuant to Section 4975 of the Code in excess 
of $50,000 is imposed.
(f) Permit the establishment of any Employee Benefit Plan pro­
viding postretirement welfare benefits or establish or amend any Employee 
Benefit Plan which establishment or amendment could result in liability to any 
Obligor or ERISA Affiliate or increase the obligation of any Obligor or ERISA 
Affiliate to a Multiemployer Plan which liability or increase, individually or 
together with all similar liabilities and increases, is material to any Obligor or 
ERISA Affiliate.
(g) Fail, or permit any Obligor or ERISA Affiliate to fail to estab­
lish, maintain and operate each Employee Benefit Plan in compliance in all mate­
rial respects with ERISA, the Code and all other applicable laws and regulations 
and interpretations thereof.
5.14 Transactions with Affiliates. Enter into or modify any transac­
tions or contracts executed prior to the date of this Loan Agreement with 
Affiliates of the Obligors on terms that are materially less favorable to the 
Obligors than transactions or contracts with unrelated parties obtained in 
arm’s length dealings.
5.15 Derivative Contracts. Neither Borrower nor any of its Subsidiaries 
shall enter into any interest rate protection agreement, foreign currency exchange 
contract or other financial or commodity derivative contracts except as permitted 
by the Bank Loan Agreement or to provide hedge protection for an underlying eco­
nomic transaction in the ordinary course of business.
5.16 Acquisitions. None of the Obligors shall enter into an agreement for an 
Acquisition of any other Person, or become contractually committed to do so, except:
(a) any Acquisition of any Person, the purchase price for which 
does not exceed $5,000,000 (whether comprised of cash, securities, Indebtedness, 
Senior Indebtedness or any combination thereof); or
(b) any Acquisition with a purchase price in excess of
$5,000,000, subject to the condition that Consolidated Senior Indebtedness for 
Borrowed Money to EBITDA, as adjusted to reflect the historical EBITDA of the 
Person to be so acquired for the immediately preceding 12 month period does not 
exceed___ to 1.00; provided, further, that the Consolidated Senior Indebtedness
for Borrowed Money applied for working capital or Acquisitions by Borrower shall 
not exceed $______ .
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5.17 Sale of Subsidiaries. The Borrower shall not sell, merge or liquidate 
any Subsidiary of the Borrower except:
(a) any merger or liquidation of a Subsidiary into the Borrower 
or any other Subsidiary of the Borrower, so long as the Borrower shall be the sur­
viving or resulting Person if a party thereto;
(b) permitted Acquisitions as described pursuant to Section 5.16;
(c) so long as immediately before and after giving effect to such 
sale, merger or liquidation no Default exists and the Borrower and the Agent rea­
sonably agree upon the application of any proceeds therefrom, subject in each case 
to the Subordination Agreement; and
(d) licensing of products and intangible assets of the 
Subsidiaries in the ordinary course of business.
5.18 Capital Expenditures. The Borrower will not, and will not permit its
Subsidiaries to, make Consolidated Capital Expenditures during any year that 
exceed___ % of the Consolidated Assets of the Obligors (which Consolidated Assets
may be increased as a result of any Acquisition of any other Person by any of the 
Obligors); provided, however, that if at the end of any year (the “Prior Year”) the 
amount that the Obligors were entitled to devote to Consolidated Capital 
Expenditures was less than the amount of the actual Consolidated Capital 
Expenditures made during such Prior Year (the “Excess Amount”), the Obligors 
may make additional Consolidated Capital Expenditures in the immediately suc­
ceeding year in an amount equal to the Excess Amount from the Prior Year in 




6.1.1 Subject to Subordination Agreement. The payment of any 
and all of Borrower’s Obligations and the exercise of any right or remedy pursuant 
to any Loan Instrument are expressly subject to the provisions of the 
Subordination Agreement.
6.1.2 Subordination Not to Be Impaired. No right of any holder of 
Senior Indebtedness to enforce the subordination of the Loan evidenced by the 
Loan Agreement shall be impaired by any act or failure to act by the Obligors or 
by their failure to comply with this Loan Agreement.
6.2 Subordination Upon Bankruptcy or Insolvency. In the event of (a) 
any insolvency or bankruptcy case or proceeding under the Bankruptcy Code or 
any other similar federal or state law or any receivership, liquidation, reorgani­
zation or other similar case or proceeding in connection therewith, against or with 
respect to the Borrower or any Subsidiary (for purposes of this Article VI, any or 
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all of them, a “Debtor Party”) or any of their property, (b) any liquidation, disso­
lution or other winding-up of any Debtor Party, whether voluntary or involuntary 
and whether or not involving insolvency or bankruptcy, or (c) any assignment for 
the benefit of creditors or any other marshalling of assets and liabilities of any 
Debtor Party, then and in any such event:
6.2.1 Senior Debt Entitlement. The Senior Debt Holders shall be 
entitled to receive payment in full in cash of all amounts due or to become due on 
or in respect of all Senior Indebtedness, before the Lenders are entitled to receive 
any payment on account of the Loan;
6.2.2 Payments or Distributions. Any payment or distribution of 
any kind or character, whether in cash, property or securities, by set-off or other­
wise, to which the Lenders would be entitled but for the provisions of this Article 
VI, including any such payment or distribution which may be payable or deliver­
able by reason of the payment of any other indebtedness of any Debtor Party being 
subordinated to the payment of the Loan, shall be paid by the liquidating trustee 
or agent or other person making such payment or distribution whether a trustee 
in bankruptcy, a receiver or liquidating trustee or otherwise, directly to the Senior 
Debt Holders, to the extent necessary to make payment in full in cash of all Senior 
Indebtedness remaining unpaid, after giving effect to any concurrent payment or 
distribution to the Senior Debt Holders; and
6.2.3 Lender Receipt of Payment or Distribution. In the event that, 
notwithstanding the foregoing provisions of this Section 6.2, any Lender shall 
have received such payment or distribution of any kind or character, whether in 
cash, property or securities, before all Senior Indebtedness is paid in full in cash, 
then and in such event such payment or distribution shall be deemed to be the 
property of, segregated, received and held in trust for the benefit of and shall be 
immediately paid over or delivered forthwith to the Senior Debt Holders (in the 
same form as received, with any necessary endorsement) to the extent necessary 
to make payment in full (or, in the case of non-cash property or securities, to be 
held as collateral for such payment in full in cash) of all Senior Indebtedness 
remaining unpaid until all such Senior Indebtedness shall have been paid in full 
in cash, after giving effect to any concurrent payment or distribution to the Senior 
Debt Holders. In the event that any Lender fails to provide any necessary 
endorsement as contemplated above, the Senior Debt Holders are hereby irrevo­
cably authorized to appropriately make the same.
The Borrower shall give prompt notice to the Lenders of the occur­
rence of any of the events referred to in Section 6.2.
Each Lender irrevocably authorizes and empowers the Senior Debt 
Holders in any proceedings under any federal or state bankruptcy or insolvency 
law, or any other reorganization, dissolution or liquidation proceedings of any 
Debtor Party to file a proof of claim on behalf of such Lender with respect to the 
Loan and the other amounts owing hereunder and the Notes if such Lender fails to 
file proof of its claims prior to fourteen (14) days before the expiration of the time 
period during which such proof must be filed. Neither this Section 6.2, nor any 
other provisions hereof, shall be construed to give the Senior Debt Holders any 
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right to vote any of Borrower’s Obligations to Lender, or any related claim, or any 
portion of such claim, whether in connection with any resolution, arrangement, 
plan of reorganization, compromise, settlement, election of trustees or otherwise.
6.3 Subordination Upon Default or Acceleration of Senior Indebtedness.
6.3.1 Payment and Non-Payment Defaults.
(a) In the event of any Event of Default (as defined in 
the Bank Loan Agreement) in the payment of principal of or premium or interest 
on, or any other amount owing with respect to, any Senior Indebtedness, whether 
at maturity, by acceleration or otherwise (“Payment Default”), or (b) in the event 
that any Event of Default (as defined in the Bank Loan Agreement) (other than 
an event described in clause (a)) (a “Non-Payment Default”) with respect to any 
Senior Indebtedness shall have occurred and be continuing, permitting the hold­
er of such Senior Indebtedness to declare such Senior Indebtedness due and 
payable prior to the date on which it would otherwise have become due and 
payable, then (i) no payment or distribution of any kind or character whether in 
cash, property or securities shall be made by any Debtor Party or any other Person 
on account of the Loan, and no such payment or distribution shall be accepted by 
any Lender, directly or indirectly, by set-off or otherwise (x) in the case of any 
Payment Default from the date of such Payment Default until the earlier of (1) the 
date upon which the Senior Indebtedness shall be paid in full in cash or (2) the 
date, if any, on which such Payment Default is cured or waived in writing by the 
Required Senior Debt Holders (defined as “Required Banks” referred to and as 
defined in the Bank Loan Agreement) or (y) in the case of any Non-Payment 
Default, from the date Borrower first received a written notice from the Senior 
Agent of such Non-Payment Default and that the Senior Debt Holders expressly 
intend that a Payment Blockage Period (as defined hereinafter) is to commence 
until the earlier of (1) 180 days after such date, (2) the date on which the Senior 
Indebtedness shall be paid in full in cash, or (3) the date, if any, on which such 
Non-Payment default is cured or waived by the Required Senior Debt Holders or 
that the provisions of this paragraph have been waived by the Required Senior 
Debt Holders (any such period described in clause (x) or (y) shall be referred to as 
a “Payment Blockage Period”); provided, however, that,
(i) during any 12-month period, no more than 
one (1) written notice commencing a Payment Blockage Period relating to any 
Non-Payment Default with respect to any Senior Indebtedness may be given by 
the Senior Agent; and
(ii) no more than an aggregate of three (3) writ­
ten notices with respect to Payment Blockage Periods may be given pursuant to 
this Section 6.3 with respect to a Non-Payment Default during the period from the 
date hereof to and including the date the Loan has been paid in full.
(b) Any notice commencing a Payment Blockage Period 
given by the Senior Agent to Borrower pursuant to this Section 6.3 shall specify 
in reasonable detail the default which is continuing and the basis upon which such 
notice is being given and shall state that no amounts shall be payable by any 
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Debtor Party or any other Person in respect of the Borrower’s Obligations to 
Lender in accordance with this Section 6.3. Borrower, forthwith upon receipt of 
any such notice, shall send copies thereof to the Lenders.
(c) In the event that, notwithstanding the foregoing, 
any Debtor Party or any other Person shall make any payment or distribution of 
any kind or character, whether in cash, property or securities to any Lender pro­
hibited by the foregoing provisions of this Section 6.3, or any Lender shall accept 
the same, then and in such event such payment or distribution shall be deemed to 
be the property of, segregated, received and held in trust for the benefit of and 
shall be immediately paid over and delivered forthwith to the Senior Debt Holders 
(in the same form as received, with any necessary endorsement) to the extent nec­
essary to make payment in full (or, in the case of non-cash property or securities, 
to be held as collateral for such payment in full in cash) of all Senior Indebtedness 
remaining unpaid until all such Senior Indebtedness shall have been paid in full, 
after giving effect to any concurrent payment or distribution to the Senior Debt 
Holders. In the event that any Lender fails to provide any necessary endorsement 
as contemplated above, the Senior Debt Holders are hereby irrevocably authorized 
to appropriately make the same.
6.3.2 Limitation on Action. During any Payment Blockage Period, 
no holder of Borrower’s Obligations to Lender shall take any Action provided, 
however, that:
(a) the foregoing limitation on taking any Action shall not 
be applicable following the occurrence of an event as to which Section 6.2 shall apply;
(b) the foregoing limitation on taking any Action shall 
terminate on the earlier of (1) 180 days after the date of commencement of such 
Payment Blockage Period, (2) the date on which the Senior Indebtedness shall be 
paid in full in cash, or (3) the date, if any, on which the Default giving rise to the 
Payment Blockage Period is cured or waived by the Required Senior Debt Holders, 
or that the provisions of this paragraph have been waived by the Required Senior 
Debt Holders;
(c) no further limitation on taking Actions set forth in 
this Section 6.3.2 shall become effective within twelve (12) months after the com­
mencement of any Payment Blockage Period, whether as a result of a Payment 
Default or a Non-Payment Default; and
(d) the limitation on taking Actions set forth in this 
Section 6.3.2 shall not become effective on more than an aggregate of three (3) 
occasions during the period from the date hereof to and including the date the 
Loan has been paid in full.
6.4 Lenders’ Rights and Remedies.
6.4.1 Obligation of Debtor Party. Subject to the rights, if any, of 
the Senior Debt Holders (a) in any case or proceeding of any Debtor Party referred 
to in Section 6.2, to receive, pursuant to and in accordance with such section, cash, 
property or securities otherwise payable or deliverable to any Lender, (b) under 
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the conditions specified Section 6.3.1, to prevent the making or acceptance of any 
payment or distribution, and (c) under the conditions specified in Section 6.3.2, to 
prevent the taking of any Action, nothing contained in this Article VI or elsewhere 
in this Agreement or in the Note shall affect the obligation of any Debtor Party to 
make, or prevent any Debtor Party from making, payments at any time of princi­
pal of or interest or premium, if any, on the Loan or any fees or other amounts 
payable by any Debtor Party under this Agreement or the Notes or, prevent the 
Lenders from exercising all remedies otherwise permitted by this Agreement, the 
Note or applicable law upon default under this Agreement or the Note.
6.4.2 Lenders’ Obligations. With respect to the Senior Indebtedness, 
the Lenders undertake to perform only such obligations on the part of the Lenders 
as are specifically set forth in this Article VI, and no implied covenants or obliga­
tions with respect to the Senior Debt Holders shall be read into this Article VI 
against the Lenders.
6.5 Prepayments.
6.5.1 To Lenders. The Lenders agree, with and for the benefit of 
the Senior Debt Holders but not with or for the benefit of any Debtor Party, that 
until all Senior Indebtedness has been paid in full in cash, they will not accept any 
prepayment, whether optional or mandatory (other than in connection with an 
acceleration of the Borrower’s Obligations to Lender, in which case the provisions 
of Section 6.2 and Section 6.3 shall apply) of the Loan from any Debtor Party with­
out the consent of the Senior Debt Holders. If, notwithstanding the foregoing, any 
prepayment is accepted by any Lender, directly or indirectly, by set-off or other­
wise, then and in such event such payment shall be deemed to be the property of, 
segregated, received and held in trust for the benefit of and shall be immediately 
paid over and delivered forthwith to the Senior Debt Holders (in the same form 
received, with any necessary endorsement) to the extent necessary to make pay­
ment in full (or, in the case of non-cash property or securities, to be held as 
collateral for such payment in full in cash) of all Senior Indebtedness remaining 
unpaid until all such Senior Indebtedness shall have been paid in full in cash, 
after giving effect to any concurrent payment or distribution to the Senior Debt 
Holders. In the event that any Lender fails to provide any necessary endorsement 
as contemplated above, the Senior Debt Holders are hereby irrevocably authorized 
to appropriately make the same. Each Debtor Party acknowledges and agrees that 
any cash or other property which is turned over to the Senior Debt Holders pur­
suant to this Section 6.5 shall not be deemed to have been received on account of 
the Borrower’s Obligations to Lender.
6.5.2 Notice. Subject to Section 6.2, Lenders shall not take any 
Action as a result of any Default or Event of Default unless four (4) Business Days 
prior written notice of such Default or Event of Default and Lenders’ intention to 
take Action has been given by or on behalf of the Lenders to the Senior Agent (as 
defined hereinafter).
6.6 Subrogation to Rights of Senior Debt Holders. Subject to the pay­
ment in full in cash of all Senior Indebtedness, the Lenders shall be subrogated to 
the rights of the Senior Debt Holders to receive payments and distributions of 
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cash, property or securities applicable to the Senior Indebtedness until the prin­
cipal of and interest and premium, if any, on the Loan and any fees or other 
amounts payable by any Debtor Party under this Agreement, or the Loan shall be 
paid in full. For purposes of such subrogation, no payments or distributions to the 
Senior Debt Holders of any cash, property or securities to which the Lenders 
would be entitled except for the provisions of this Article VI, and no payments over 
pursuant to the provisions of this Article VI to the Senior Debt Holders by any of 
the Lenders, as among the Debtor Parties, their creditors other than the Senior 
Debt Holders, and the Lenders, be deemed to be a payment or distribution by any 
Debtor Party to or on account of the Senior Indebtedness. The provisions of this 
Section 6.6 shall survive the termination of this Agreement.
6.7 No Waiver of Subordination Provisions.
6.7.1 No Prejudice. No right of any present or future Senior Debt 
Holder to enforce subordination as herein provided shall at any time in any way 
be prejudiced or impaired by any act or failure to act on the part of Borrower, or 
by any non-compliance by any Debtor Party with the terms, provisions and 
covenants of this Agreement or the Note, regardless of any knowledge thereof any 
such Senior Debt Holder may have or be otherwise charged with.
6.7.2 Certain Actions of Senior Debt Holders. Without in any way 
limiting the generality of the foregoing paragraph, the Senior Debt Holders may, 
at any time and from time to time, without the consent of or notice to the Lenders, 
without incurring responsibility to the Lenders, and without impairing or releas­
ing the subordination in this Article VI or the obligations hereunder of the 
Lenders to the Senior Debt Holders, do any one or more of the following: (a) enter 
into any new agreement with respect to Senior Indebtedness, change the manner, 
place or terms of payment or extend the time of payment of, or renew, amend, 
modify, or alter any Senior Indebtedness or any instrument evidencing the same 
or any instrument evidencing, governing, creating, guaranteeing or securing any 
Senior Indebtedness (including the Bank Loan Agreement or any of the other 
Bank Loan Documents); provided, that no such act or omission shall (i) increase 
the amount of Senior Indebtedness (except as provided in the definition of Senior 
Indebtedness) or modify the amortization schedule thereof, (ii) change the inter­
est rate payable thereon (except that the Applicable Margin (as defined in the 
Bank Loan Agreement) may be increased by a maximum of one percent (1%), (iii) 
extend the final maturity thereof, or (iv) add or change any event of default or 
covenant if such addition or change would make such event of default or covenant 
more restrictive, (b) sell, exchange, not perfect, release or otherwise deal with any 
guarantees, property pledged, mortgaged, assigned or otherwise securing the 
Senior Indebtedness and make any settlements and compromises thereof, (c) 
release any Person liable in any manner for the Senior Indebtedness, (d) exercise 
or refrain from exercising any rights against the Debtor Parties and any other 
Person, (e) apply any sums from time to time received to the Senior Indebtedness 
in such manner as the Senior Debt Holders determine, and (f) subject to the fore­
going, otherwise manage and supervise the Senior Indebtedness in accordance 
with the usual practices, modified from time to time as deemed appropriate under 
the circumstances, of the Senior Debt Holders.
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6.8 The Senior Agent. Whenever a payment or distribution is to be made 
or delivered, or a notice given, to or by the Senior Debt Holders, such payment or 
distribution shall be made, and such notice shall be given, and the Lenders shall 
be fully protected in so making such payment or giving such notice and shall not 
be liable to any other Senior Debt Holders in doing so, to or by Bank, as repre­
sentative for the Senior Debt Holders, or such other person as shall be set forth in 
a writing delivered from the Senior Debt Holders (or such person, the (“Senior 
Agent”)) to the Senior Agent at its address set forth in the Bank Loan Agreement.
6.9 Reliance on Judicial Order or Certificate of Liquidating Agent. Upon 
any payment or distribution referred in this Article VI, each of the Lenders shall 
be entitled to rely upon any order or decree by any court of competent jurisdiction 
in which such insolvency, bankruptcy, receivership, liquidation, reorganization, 
dissolution, winding-up or similar case or proceeding is pending, or a certificate of 
the trustee in bankruptcy, receiver, liquidating trustee, custodian, assignee for 
the benefit of creditors, agent or other Person making such payment or distribu­
tion, delivered to the Lenders for the purpose of ascertaining the Persons entitled 
to participate in such payment or distribution, the Holders of Senior Indebtedness 
and other Indebtedness of any Debtor Party, the amount thereof or payable there­
on, the amount or amounts paid or distributed thereon and all other facts perti­
nent thereto or to this Article VI.
6.10 Lenders Entitled to Assume Payments Not Prohibited in Absence of
Notice. The Lenders shall not at any time be charged with knowledge of the exis­
tence of any facts which would prohibit the making of any payment to them, 
unless and until___________, so long as it is a holder of a Note, and thereafter the
Lenders, shall have received a written notice at its address specified in Section
11.1 of this Loan Agreement (or such other address which shall have been given 
in writing to the Senior Agent and Borrower) from Borrower or from the Senior 
Agent; and prior to the receipt of any such written notice, the Lenders shall be 
entitled to assume conclusively that no such facts exist, without, however, limit­
ing any rights of the Senior Debt Holders under this Article VI to recover from the 
Lenders, or the obligation of the Lenders to turn over to the Senior Debt Holders 
any payment made to any Lender which such Lender is not entitled under this 
Article VI to retain.
6.11 Information as to Subordination. No Debtor Party or its agent shall 
publish or give to any creditor or prospective creditor of any Debtor Party any 
copy, statement or summary (or acquiesce in the publication or giving of any such 
copy, statement or summary) as to the subordination of the rights of the Lenders 
without also stating, or causing to be stated (in a conspicuous manner in the case 
of any document), that such subordination is solely for the benefit of the Senior 
Debt Holders and not for the benefit of any other creditor of any Debtor Party.
6.12 Effect of Failure to Pay Loan. The failure to make a payment on 
account of principal of or interest or premium, if any, on the Loan by reason of any 
provision of this Article VI will not be construed as preventing the occurrence of a 
Default or Event of Default under this Agreement or, except as expressly provided 
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in Section 6.3 hereof, impair the right of any Lender to declare the Note immedi­
ately due and payable upon the occurrence thereof.
6.13 Specific Performance. The parties herein acknowledge that legal 
remedies may be inadequate and therefore the Senior Debt Holders are hereby 
authorized to demand specific performance of the provisions of this Article VI, 
whether or not the Debtor Parties shall have complied with any of the provisions 
of this Article VI applicable thereto, at any time when the Debtor Parties or any 
Lender shall have failed to comply with any provision hereof. Each Lender here­
by irrevocably waives any defense based on the adequacy of a remedy at law that 
might be asserted as a bar to such remedy of specific performance.
6.14 Security Interests and Liens. Each Lender agrees with and for the 
benefit of the Senior Debt Holders, but not with or for the benefit of the Debtor 
Parties, that until the Senior Indebtedness is paid in full in cash, they will not 
take any action to obtain, or accept without the consent of the Senior Debt 
Holders, any security interest or lien upon any assets of the Debtor Parties. If, 
notwithstanding the foregoing, any Lender acquires any such security interest or 
lien, whether by operation of law or otherwise, all such security interests and liens 
shall be, and hereby are, subordinated to the security interests and liens of the 
Senior Debt Holders upon such assets, regardless of the date, manner, order or 
perfection of any such security interests or liens. Moreover, to the extent that any 
Lender acquires any such security interest or lien, whether by operation of law or 
otherwise, (a) each Lender agrees that until the Senior Indebtedness is paid in full 
in cash, no Lender will take possession of any assets subject to any such security 
interest or lien, (b) no Lender will foreclose upon any such assets, whether by judi­
cial action or otherwise, and (c) each Lender will, upon the request of the Senior 
Debt Holders, execute and deliver such documents, and take such further action, 
as shall be necessary to release any such security interest or lien. Each Lender 
hereby waives any rights it might have under applicable law to assert the doctrine 
of marshaling or otherwise to require the Senior Debt Holders to marshal any 
assets of any Debtor Party for the benefit of any Lender.
6.15 Legend. Until the Senior Indebtedness shall have been paid in full in 
cash, any and all Notes or other instruments evidencing the Borrower’s 
Obligations to Lender which are issued pursuant to this Agreement shall contain 
the following legend which shall be exhibited prominently thereon:
“THIS NOTE IS SUBORDINATED AND SUBJECT TO THE PRIOR 
PAYMENT IN FULL OF BORROWER’S SENIOR INDEBTED­
NESS. THE HOLDER OF THIS NOTE BY THE ACCEPTANCE 
HEREOF COVENANTS AND AGREES THAT ALL PAYMENTS OF 
PRINCIPAL AND INTEREST AND ALL OTHER AMOUNTS 
OWING WITH RESPECT TO THIS NOTE SHALL BE SUBORDI­
NATED IN ACCORDANCE WITH THE PROVISIONS OF ARTICLE 
VI OF THIS LOAN AGREEMENT AND THE HOLDER ACCEPTS 
AND AGREES TO BE BOUND BY SUCH PROVISIONS.”
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6.16 Reliance. The Lenders acknowledge and agree that the provisions of 
this Article VI are, and are intended to be, an inducement and a consideration to 
each Senior Debt Holder, whether the Senior Indebtedness was created or acquired 
before or after the issuance of the Notes, to acquire and/or continue to hold such 
Senior Indebtedness and such Senior Debt Holder shall be deemed conclusively to 
have been a third party beneficiary of, and to have relied on, the provisions of this 
Article VI in acquiring and/or continuing to hold such Senior Indebtedness.
6.17 Amendments. Until the Senior Indebtedness has been paid in full in 
cash, none of the Debtor Parties or any Lender may enter into written amend­
ments, supplements or modifications to the provisions of this Article VI without 
the consent of the required Senior Debt Holders. The Lenders may execute and 
deliver to Borrower a written instrument waiving, on such terms and conditions 
as the Lenders may specify in such instrument, any of the requirements of this 
Article VI, provided, that until the Senior Indebtedness has been paid in full in 
cash, no such waiver shall be executed and delivered without the consent of the 
Required Senior Debt Holders. Notwithstanding the foregoing, the consent of any 
Debtor Party shall not be required for any amendment, supplement, modification 
or waiver of Section 6.5 or Section 6.14 or of the following sentence. The Debtor 
Parties and each Lender agree with and for the benefit of the Required Senior 
Debt Holders, they will not, without the written consent of the Required Senior 
Debt Holders, directly or indirectly, agree to the amendment, supplement or mod­
ification of any term or provision of this Agreement or the Note if the effect of any 
such amendment, supplement or modification, directly or indirectly, is to (a) 
increase the rates of interest on the Loan hereunder, (b) shorten the final maturity 
or change the amortization schedule of the Loan, or (c) add or change any Event 
of Default or add or change any covenant if such addition or change would make 
such Event of Default or covenant more restrictive or increase the premiums 
payable hereunder in connection with a prepayment of the Loan or impose any 
additional fees which are not reasonable under the circumstances.
6.18 Further Assurances. Each party hereto will, upon the written 
request of any other party hereto, from time to time execute and deliver or cause 
to be executed and delivered such further instruments and agreements and do or 
cause to be done such further acts as may be reasonably necessary or proper to 
carry out more effectively the provisions of this Article VI.
ARTICLE VII
DEFAULT AND REMEDIES
7.1 Events of Default. The occurrence of any of the following shall con­
stitute an Event of Default under the Loan Instruments:
7.1.1 Default in Payment. If the Borrower shall fail to make any 
interest or principal payment when due and such failure continues for a period of 
five consecutive Business Days after Borrower has received written notice from 
Lender of such failure to pay.
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7.1.2 Breach of Covenants.
(a) If any Obligor shall fail to observe or perform any 
covenant or agreement governing such Obligor contained in Section 4.1, 4.2, 4.10, 
4.11 or 4.14 or Article V.
(b) If any Obligor shall fail to observe or perform any 
covenant or agreement (other than those referred to in subparagraph (a) above or 
specifically addressed elsewhere in this Section 7.1) made by such Obligor in any 
of the Loan Instruments to which such Obligor is a party, and such failure shall 
continue for a period of 30 days after notice of such failure is given by Lenders, 
provided that, if such failure is in connection with Section 4.10, such Obligor shall 
have an additional 30 days to cure such failure, if such Obligor (i) is diligently pur­
suing a cure for such failure, and (ii) provides Lender with evidence to that effect 
in form and substance reasonably satisfactory to Lender.
7.1.3 Breach of Warranty. If any representation or warranty made 
by or on behalf of any Obligor in or pursuant to any of the Loan Instruments or in 
any instrument or document furnished in compliance with the Loan Instruments 
shall prove to be false or misleading in any material respect on the date as of 
which made.
7.1.4 Default Under Other Indebtedness for Borrowed Money. If (i) 
any Obligor at any time shall be in default (as principal or guarantor or other 
surety) in the payment of any principal of or premium or interest on any 
Indebtedness for Borrowed Money (other than Borrower’s Obligations) beyond the 
grace period, if any, applicable thereto and the aggregate amount of such pay­
ments then in default beyond such grace period shall exceed $250,000, or (ii) any 
default shall occur in respect of any issue of Indebtedness for Borrowed Money of 
any Obligor (other than Borrower’s Obligations) outstanding in a principal 
amount of at least $400,000, or in respect of any agreement or instrument relat­
ing to any such issue of Indebtedness for Borrowed Money, and such default shall 
continue beyond the grace period, if any, applicable thereto.
7.1.5 Bankruptcy.
(a) If any Obligor shall (i) generally not be paying its 
debts as they become due, (ii) file, or consent, by answer or otherwise, to the filing 
against it of a petition for relief or reorganization or arrangement or any other 
petition in bankruptcy or insolvency under the laws of any jurisdiction, (iii) make 
an assignment for the benefit of creditors, (iv) consent to the appointment of a cus­
todian, receiver, trustee or other officer with similar powers for such Obligor, or 
for any substantial part of the property of such Obligor, or (v) be adjudicated 
insolvent.
(b) If any Governmental Body of competent jurisdiction 
shall enter an order appointing, without consent of such Obligor, a custodian, 
receiver, trustee or other officer with similar powers with respect to such Obligor, 
or with respect to any substantial part of the Property belonging to any such 
Person, or if an order for relief shall be entered in any case or proceeding for 
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liquidation or reorganization or otherwise to take advantage of any bankruptcy or 
insolvency law of any jurisdiction, or ordering the dissolution, windingup or liqui­
dation of any Obligor or if any petition for any such relief shall be filed against any 
Obligor and such petition shall not be dismissed or stayed within 60 days.
7.1.6 Judgments. If there shall exist a final judgment or award 
against the Borrower which shall have been outstanding and unpaid for a 
period of 30 days or more from the date of the entry thereof and shall not have 
been discharged or paid in full or stayed pending appeal, if the aggregate 
amount of all such unpaid judgments and awards exceeds $100,000 and is not 
covered by insurance.
7.1.7 Impairment of Licenses: Other Agreements. If (i) any 
Governmental Body shall revoke, terminate, suspend or adversely modify any 
material license of any Obligor, the non-continuation of which could reasonably be 
expected to have a Material Adverse Effect, or (ii) there shall exist any violation 
or default in the performance of, or a material failure to comply with any agree­
ment, or condition or term of any license, which violation, default or failure has a 
Material Adverse Effect, or any such licenses that are material to Borrower’s 
Business shall cease to be in full force and effect, or (iii) any agreement which is 
materially necessary to the operation of Borrower’s Business shall be revoked or 
terminated and not replaced by a substitute reasonably acceptable to Lender 
within 30 days after the date of such revocation or termination, and such revoca­
tion or termination and non-replacement could reasonably be expected to have a 
Material Adverse Effect.
7.1.8 Plans. If an event or condition specified in Section 4.7 hereof 
shall occur or exist with respect to any Pension Plan or Multiemployer Plan and, 
as a result of such event or condition, together with all other such events or con­
ditions, Borrower or any member of a Controlled Group shall incur, or in the opin­
ion of Lender be reasonably likely to incur, a liability to a Pension Plan or 
Multiemployer Plan or the PBGC (or any of them) which, in the reasonable judg­
ment of Lender, would have a Material Adverse Effect.
7.1.9 Change in Control. If at any time there is a Change in 
Control of Borrower.
7.1.10 Acceleration of Any Indebtedness. If the acceleration of any 
Indebtedness (other than Non-Recourse Indebtedness) of Borrower or any 
Subsidiary is in an amount of $30 million or more, individually or in the aggre­
gate, and such acceleration does not cease to exist, or such Indebtedness is not sat­
isfied, in either case within 30 days after such acceleration.
7.2 Acceleration of Borrower’s Obligations. Upon the occurrence of any 
Event of Default described in Sections 7.1.5(a), 7.1.5(b) and 7.1.9, the Principal 
Balance and any accrued but unpaid interest, shall mature and become due sub­
ject to the provisions of the Subordination Agreement, and the Lender, at any time 
(unless such Event of Default shall have been waived in writing or remedied), at 
its option, without further notice or demand, may declare all of the Borrower’s 
Obligations to Lender due and payable immediately, all without presentment, 
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demand, protest or notice other than the declaration referred to above, all of which 
hereby are waived subject to the provisions of the Subordination Agreement. Upon 
the occurrence of any other Event of Default that shall have occurred and be con­
tinuing, Lenders holding a Percentage Interest of not less than 67% in the aggre­
gate of the Principal Balance may, by notice to the Borrower, declare to be due and 
payable immediately the Principal Balance and any accrued and unpaid interest 
thereon subject to the provisions of the Subordination Agreement and, if such 
Event of Default is not involuntary, plus a Prepayment Premium calculated in the 
manner provided under Section 2.5.2 of this Loan Agreement; provided, however, 
that if sufficient payment or deposits shall have been made to pay the Principal 
Balance of, Prepayment Premium, if any, and interest on the Borrower’s 
Obligations to Lender due otherwise than by such declaration plus reasonable 
attorneys’ fees, if any, incurred by Lender, and any and all defaults (other than 
the nonpayment of Principal Balance, Prepayment Premium, if any, and accrued 
and unpaid interest on the Loan that shall have become due by such declaration) 
shall have been remedied or waived, Lenders holding a Percentage Interest of not 
less than 67% in the aggregate of the Principal Balance may waive all defaults 
and rescind and annul such declaration and consequences.
7.3 Remedies on Default. If Borrower’s Obligations have been acceler­
ated pursuant to Section 7.2, Lender, at its option, may, subject in all events to 
the subordination provisions contained in the Subordination Agreement:
7.3.1 Enforcement of Rights and Remedies. Enforce its rights and 
remedies under the Loan Instruments in accordance with their respective terms.
7.3.2 Other Remedies. Enforce any of the rights or remedies 
accorded to Lender at equity or law, by virtue of statute or otherwise.
7.4 Application of Funds. Any funds received by Lender pursuant to the 
exercise of any rights accorded to Lender pursuant to, or by the operation of any 
of the terms of, any of the Loan Instruments shall be applied, subject to the sub­
ordination provisions contained in the Subordination Agreement, to Borrower’s 
Obligations in the following order of priority:
7.4.1 Expenses. First, to the payment of all reasonable fees and 
expenses actually incurred, including, without limitation, court costs and all other 
costs incurred by Lender in exercising any rights accorded to Lender pursuant to 
the Loan Instruments or by applicable law, including, without limitation, reason­
able attorneys’ fees.
7.4.2 Borrower’s Obligations. Next, to the payment of the remain­
ing portion of Borrower’s Obligations in such order as Lenders may determine.
7.4.3 Surplus. Any surplus, to the Person or Persons entitled thereto.
7.5 Performance of Borrower’s Obligations. If any Obligor fails to (i) 
maintain in force and pay for any insurance policy or bond which such Obligor is 
required to provide pursuant to any of the Loan Instruments, (ii) keep fully and 
perform promptly any other of the material obligations of such Obligor hereunder 
or under any of the other Loan Instruments, and (iii) keep fully and perform 
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promptly the obligations of such Obligor with respect to any issue of Indebtedness 
for Borrowed Money secured by a Permitted Prior Lien, then Lender may (but 
shall not be required to) make good any aforesaid failure of such Obligor. 
Borrower shall reimburse Lender immediately upon demand for all reasonable 
sums paid or advanced on behalf of any Obligor for any such purpose, together 
with reasonable and/or necessary costs and expenses (including reasonable attor­
neys’ fees) paid or incurred by Lender in connection therewith and interest on all 
sums advanced from the date of advancement until repaid to Lender at the 
Default Rate subject to the provisions of the Subordination Agreement. All such 
sums advanced by Lender, with interest thereon, immediately upon advancement 
thereof, shall be deemed to be part of Borrower’s Obligations.
ARTICLE VIII
EXPENSES AND INDEMNITY
8.1 Attorneys’ Fees and Other Fees and Expenses. Each of the Parties 
shall bear its own expenses in connection with the preparation of this Loan 
Agreement and the Note and transactions contemplated hereby and in connection 
with any amendments, modifications or waivers under or in respect of any of the 
Loan Instruments. Upon consummation of the transactions contemplated hereby, 
Borrower shall reimburse Lender for reasonable legal fees and out-of-pocket 
expenses in connection with the preparation of the Loan Instruments and trans­
actions contemplated hereby, up to a maximum of $250,000, less $50,000 previ­
ously advanced by Borrower to Lender.
8.2 Indemnity. Borrower agrees to indemnify and save Lender harmless of 
and from, subject to the provisions of the Subordination Agreement, the following:
8.2.1 Fees and Expenses in Enforcement of Rights or Defense of 
Loan Instruments. Any reasonable expenses or other costs, including reasonable 
attorneys’ fees and expert witness fees, actually incurred by Lender in connection 
with the enforcement of or collection against any Obligor of any provision of any 
of the Loan Instruments, and in connection with or arising out of any litigation, 
investigation or proceeding instituted by any Governmental Body or any other 
Person with respect to any of the Loan Instruments, whether or not suit is insti­
tuted, including, but not limited to, such costs or expenses arising from the 
enforcement or collection against any Obligor of any provision of any of the Loan 
Instruments in any state or federal bankruptcy or reorganization proceeding.
8.2.2 General. Any loss, cost, liability, damage or expense (includ­
ing reasonable attorneys’ fees and expenses) incurred by Lender and deemed rea­
sonably necessary by Lender with respect to investigating, preparing for, defend­
ing against, providing evidence, producing documents or taking other action in 
respect of any commenced or threatened litigation, administrative proceeding, 
suit instituted by any Person or investigation under any law, including any fed­
eral securities law, the Bankruptcy Code, any relevant state corporate statute or 
any other securities law, bankruptcy law or law affecting creditors generally of 
any jurisdiction, or any regulation pertaining to any of the foregoing, or at com­
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mon law or otherwise, relating to the transactions contemplated by or referred to 
in, or any other matter related to, the Loan Instruments, whether or not Lender 
is a party to such litigation, proceeding or suit, or is subject to such investigation; 
provided, however, that the foregoing indemnity shall not apply (i) to litigation 
commenced by the Borrower against the Lenders, any Assignee or the Agent 
which seeks enforcement of any of the rights of the Borrower or Obligors hereun­
der or under any Loan Instrument and is determined adversely to the Lenders, 
any Assignee or the Agent in a final, non-appealable judgment or a judgment not 
appealed by the Lenders, any Assignee or the Agent, or (ii) to the extent such 
claims, damages, liabilities and expenses result from the gross negligence or will­
ful misconduct of the Lenders, any Assignee or the Agent.
8.2.3 Environmental Indemnity. Any and all claims, losses, dam­
ages, out of pocket response costs, clean-up costs and expenses suffered and/or 
incurred at any time by Lender arising out of or in any way relating to the exis­
tence at any time of any Hazardous Materials in, on, under, at, transported to or 
from, or used in the construction and/or renovation of, any of the Leasehold 
Property, any parcel of real estate acquired in connection with an acquisition, or 
otherwise with respect to any Environmental Law, and/or the failure of any 
Obligor to perform its obligations and covenants hereunder with respect to envi­
ronmental matters, including, but not limited to: (i) claims of any Persons for dam­
ages, penalties, response costs, clean-up costs, injunctive or other relief, (ii) costs 
of removal and restoration, including fees of attorneys and experts, and costs of 
reporting the existence of Hazardous Materials to any Governmental Body, and 
(iii) any expenses or obligations, including reasonable attorneys’ fees and expert 
witness fees, incurred at, before and after any trial or other proceeding before any 
Governmental Body or appeal therefrom whether or not taxable as costs, includ­
ing, without limitation, witness fees, deposition costs, copying and telephone 
charges and other expenses, all of which shall be paid by Borrower to Lender when 
incurred by Lender, except where such costs were directly caused by the gross neg­
ligence or willful misconduct of Lender, or by a third party acting on behalf of and 
at the direction of Lender.
ARTICLE IX
OPERATIONS; AGENT
9.1 Agent’s Authority to Act. Each of the Lenders appoints and author­
izes  to act for the Lenders as the Lenders’ Agent in connection with the
transactions contemplated by this Loan Agreement and the other Loan 
Instruments on the terms set forth herein. All action in connection with the 
enforcement of, or the exercise of any remedies (other than the Lenders’ rights of 
set-off as provided in any Loan Instrument) in respect of the Borrower’s 
Obligations to Lenders and Loan Instruments shall be taken by the Agent.
9.2 Reliance of Borrower on Agent. The Borrower and each Obligor shall 
be fully protected in making all payments in respect of Borrower’s Obligations to 
Lenders to the Agent, in relying upon consents, modifications and amendments
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executed by the Agent purportedly on the Lenders’ behalf, and in dealing with the 
Agent as herein provided.
9.3 Agent to Allocate Payments. All payments of principal and interest 
in respect of the extensions of credit made pursuant to this Loan Agreement, 
Facility Fees and other fees under this Loan Agreement shall, as a matter of con­
venience, be made by the Borrower and the Guarantors to the Agent in immedi­
ately available funds by noon (New York time) on any Business Day. The share of 
each Lender shall be credited to such Lender by the Agent in immediately avail­
able funds by 2:00 p.m. (New York time) on such Business Day in such manner 
that the principal amount of the Borrower’s Obligations to Lenders to be paid 
shall be paid proportionately in accordance with the Lenders’ respective 
Percentage Interests in such Borrower’s Obligations to Lenders, except as other­
wise provided in this Loan Agreement. Under no circumstances shall any Lender 
be required to produce or present its Notes as evidence of its interests in the 
Borrower’s Obligations to Lenders in any action or proceeding relating to the 
Borrower’s Obligations to Lenders.
9.4 Sharing of Payments. Each Lender agrees that (i) if by exercising 
any right of set-off or counterclaim or otherwise, it shall receive payment of (a) a 
proportion of the aggregate amount due with respect to its Percentage Interest in 
the Loan which is greater than (b) the proportion received by any other Lender in 
respect of the aggregate amount due with respect to such other Lender’s 
Percentage Interest in the Loan, and (ii) if such inequality shall continue for more 
than ten days, the Lender receiving such proportionately greater payment shall 
purchase participations in the Percentage Interests in the Loan held by other 
Lenders, and such other adjustments shall be made from time to time (including 
rescission of such purchases of participations in the event the unequal payment 
originally received is recovered from such Lender through bankruptcy proceedings 
or otherwise), as may be required so that all such payments of principal and inter­
est with respect to the Loan held by the Lenders shall be shared by the Lenders 
pro rata in accordance with their respective Percentage Interests; provided, how­
ever, that this Section 9.4 shall not impair the right of any Lender to exercise any 
right of set-off or counterclaim it may have and to apply the amount subject to 
such exercise to the payment of Indebtedness of any Obligor other than such 
Obligor’s Indebtedness with respect to the Loan. The provisions of this Section 9.4 
are for the sole and exclusive benefit of the Lenders and no failure of any Lender 
to comply with the terms hereof shall be available to any Obligor as a defense to 
the payment of the Borrower’s Obligations to Lenders.
9.5 Rights as a Lender. With respect to any credit extended it hereun­
der,  shall have the same rights, obligations and powers hereunder as
any other Lender and may exercise such rights and powers as though it were not 
the Agent, and unless the context otherwise specifies,___________shall be treated
in its individual capacity as though it were not the Agent hereunder. Without lim­
iting the generality of the foregoing, the Percentage Interest of___________shall
be included in any computations of Percentage Interests. ___________ and its
Affiliates may accept deposits from, lend money to, act as trustee for and gener­
ally engage in any kind of commercial lending or trust business with the Obligors
338 The CPA’s Guide to Small Business Financing
or any Affiliate of any of them and any Person who may do business with or own 
an equity interest in the Obligors or any Affiliate of any of them, all as if 
___________were not the Agent and without any duty to account therefor to the 
other Lenders.
9.6 Register. The Register shall include the names and addresses of the 
Lenders and the Assignees which assume rights and obligations pursuant to an 
assignment hereunder, and the amount of the Loan owing to each Lender from 
time to time. The entries in the Register shall be conclusive, in the absence of 
manifest error, and the Borrower, the Agent and the Lenders may treat each 
Person whose name is registered therein for all purposes as a party to this Loan 
Agreement. The Register shall be available for inspection by the Borrower or any 
Lender at any reasonable time and from time to time upon reasonable prior notice.
9.7 Agent’s Resignation. The Agent may resign at any time by giving at 
least 60 days’ prior written notice of its intention to do so to each of the Lenders 
and the Borrower and upon the appointment by the Lenders of a successor Agent 
reasonably satisfactory to the Borrower. If no successor Agent shall have been so 
appointed and shall have accepted such appointment within 45 days after the 
retiring Agent’s giving of such notice of resignation, then the retiring Agent may 
with the consent of the Borrower, which shall not be unreasonably withheld, 
appoint a successor Agent which shall be a bank or a trust company organized 
under the laws of the United States of America or any state thereof and having a 
combined capital, surplus and undivided profit of at least $200,000,000; provided, 
however, that any successor Agent appointed under this sentence may be removed 
upon the written request of the Lenders, which request shall also appoint a suc­
cessor Agent reasonably satisfactory to the Borrower. Upon the appointment of a 
new Agent hereunder, the term “Agent” shall for all purposes of this Loan 
Agreement thereafter mean such successor. After any retiring Agent’s resignation 
hereunder as Agent, or the removal hereunder of any successor Agent, the provi­
sions of this Loan Agreement shall continue to inure to the benefit of such retir­
ing or removed Agent as to any actions taken or omitted to be taken by it while it 
was Agent under this Loan Agreement.
9.8 Concerning the Agent.
9.8.1 Action in Good Faith. The Agent and its officers, directors, 
employees and agents shall be under no liability to any of the Lenders or to any 
future holder of any interest in the Borrower’s Obligations to Lenders for any 
action or failure to act taken or suffered in good faith, and any action or failure to 
act in accordance with an opinion of its counsel shall conclusively be deemed to be 
in good faith. The Agent shall in all cases be entitled to rely, and shall be fully pro­
tected in relying, on instructions given to the Agent by the Lenders.
9.8.2 No Implied Duties, etc. The Agent shall have and may exer­
cise such powers as are specifically delegated to the Agent under this Loan 
Agreement or any other Loan Instrument together with all other powers inciden­
tal thereto. The Agent shall have no implied duties to any Person or any obliga­
tion to take any action under this Loan Agreement or any other Loan Instrument 
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except for action specifically provided for in this Loan Agreement or any other 
Loan Instrument to be taken by the Agent.
9.8.3 Validity, etc. The Agent shall not be responsible to any 
Lender or any future holder of any interest in the Borrower’s Obligations to 
Lenders (a) for the legality, validity, enforceability or effectiveness of this Loan 
Agreement or any other Loan Instrument, (b) for any recitals, reports, represen­
tations, warranties or statements contained in or made in connection with this 
Loan Agreement or any other Loan Instrument, (c) for the existence or value of 
any assets included in any security for the Borrower’s Obligations to Lenders, (d) 
for the effectiveness of any Lender’s Lien, (e) for the specification or failure to 
specify any particular assets to be subjected to a Lender’s Lien.
9.8.4 Compliance. The Agent shall not be obligated to ascertain or 
inquire as to the performance or observance of any of the terms of this Loan 
Agreement or any other Loan Instrument; and in connection with any extension 
of credit under this Loan Agreement or any other Loan Instrument, the Agent 
shall be fully protected in relying on a certificate of the Borrower as to the fulfill­
ment by the Borrower of any conditions to such extension of credit.
9.8.5 Employment of Agents and Counsel. The Agent may execute 
any of its duties as Agent under this Loan Agreement or any other Loan 
Instrument by or through employees, agents and attorneys-in-fact and shall not 
be responsible to any of the Lenders, the Borrower or any other Obligor for the 
default or misconduct of any such agents or attorneys-in-fact selected by the Agent 
acting in good faith. The Agent shall be entitled to advice of counsel concerning all 
matters pertaining to the agency hereby created and its duties hereunder or under 
any other Loan Instrument.
9.8.6 Reliance on Documents and Counsel. The Agent shall be 
entitled to rely, and shall be fully protected in relying, upon any affidavit, certifi­
cate, cablegram, consent, instrument, letter, notice, order, document, statement, 
telecopy, telegram, telex or teletype message or writing reasonably believed in 
good faith by the Agent to be genuine and correct and to have been signed, sent or 
made by the Person in question, including any telephonic or oral statement made 
by such Person, and, with respect to legal matters, upon an opinion or the advice 
of counsel selected by the Agent.
9.8.7 Agent’s Reimbursement. Each of the Lenders severally 
agrees to reimburse the Agent, pro rata in accordance with such Lender’s 
Percentage Interest, for any reasonable expenses not reimbursed by the Obligors 
(without limiting the obligation of the Obligors to make such reimbursement): (a) 
for which the Agent is entitled to reimbursement by the Obligors under this Loan 
Agreement or any other Loan Instrument, and (b) after the occurrence of a 
Default, for any other reasonable expenses incurred by the Agent on the Lenders’ 
behalf in connection with the enforcement of the Lenders’ rights under this Loan 
Agreement or any other Loan Instrument; provided, however, that the Agent shall 
not be reimbursed for any such expenses arising as a result of its gross negligence 
or willful misconduct.
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9.9 Independent Credit Decision. Each of the Lenders acknowledges 
that it has independently and without reliance upon the Agent, based on the 
financial statements and other documents referred to in Section 3.16, on the other 
representations and warranties contained herein and on such other information 
with respect to the Borrower and its Subsidiaries as such Lender deemed appro­
priate, made such Lender’s own credit analysis and decision to enter into this 
Loan Agreement and to make the extensions of credit provided for hereunder. 
Each Lender represents to the Agent that such Lender will continue to make its 
own independent credit and other decisions in taking or not taking action under 
this Loan Agreement or any other Loan Instrument. Each Lender expressly 
acknowledges that neither the Agent nor any of its officers, directors, employees, 
agents, attorneys-in-fact or Affiliates has made any representations or warranties 
to such Lender, and no act by the Agent taken under this Loan Agreement or any 
other Loan Instrument, including any review of the affairs of the Borrower and its 
Subsidiaries, shall be deemed to constitute any representation or warranty by the 
Agent. Except for notices, reports or other documents expressly required to be fur­
nished to each Lender by the Agent under this Loan Agreement or any other Loan 
Instrument, the Agent shall not have any duty or responsibility to provide any 
Lender with any credit or other information concerning the business, operations, 
property, condition, financial or otherwise, or creditworthiness of either Borrower 
or any Subsidiary which may come into the possession of the Agent or any of its 
officers, directors, employees, agents, attorneys-in-fact or Affiliates.
9.10 Indemnification. The Lenders shall severally indemnify the Agent 
and its officers, directors, employees, agents, attorneys, accountants, consultants 
and controlling Persons (to the extent not reimbursed by the Obligors and with­
out limiting the obligation of any of the Obligors to do so), pro rata in accordance 
with their respective Percentage Interest, from and against any and all liabilities, 
obligations, losses, damages, penalties, actions, judgments, suits, costs, expenses 
or disbursements of any kind whatsoever which may at any time be imposed on, 
incurred by or asserted against the Agent or such Persons relating to or arising 
out of this Loan Agreement, any other Loan Instrument, the transactions con­
templated hereby or thereby, or any action taken or omitted by the Agent in con­
nection with any of the foregoing; provided, however, that the foregoing shall not 
extend to actions or omissions which are taken by the Agent constituting gross 
negligence or willful misconduct.
9.11 Successors and Assigns; Lender Assignments and Participations. 
Any reference in this Loan Agreement or any other Loan Instrument to any of the 
parties hereto shall be deemed to include the successors and assigns of such party, 
and all covenants and agreements by or on behalf of Borrower, the other Obligors, 
the Agent or the Lenders that are contained in this Loan Agreement of any other 
Loan Instrument shall bind and inure to the benefit of their respective successors 
and assigns; provided, however, that (a) the Borrower and its respective 
Subsidiaries may not assign their rights or obligations under this Loan 
Agreement or any other Loan Instrument except for permitted Liquidity Events, 
and (b) the Lenders shall not be entitled to assign their respective Percentage 
Interest in the credits extended hereunder or their Commitments except as set 
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forth below in this Section 9, and (c) the Agent shall not make an assignment pur­
suant to this Section 9 if, as a result thereof, the Agent would hold less than 51% 
of the Percentage Interests in the total Commitments at the time in effect and 
reflected in the Register.
9.12 Assignments by Lenders.
9.12.1 Assignees and Assignment Procedures. Each Lender may (a) 
without the consent of the Agent if the proposed Assignee is either (x) an existing 
Lender, (y) the parent company of any Lender, or (z) an Affiliate of a Lender that 
is at least 50% owned by such Lender or by the parent company of such Lender, 
or (b) otherwise, with the consent of the Agent, and with the consent of the 
Borrower (which shall not be unreasonably withheld or delayed), in compliance 
with applicable laws in connection with such assignment, assign to one or more 
commercial banks, investment companies, other financial institutions or mutual 
funds (each, an “Assignee”) all or a portion of its interests, rights and obligations 
under this Loan Agreement and the other Loan Instruments; provided, however, 
that the parties to each such assignment shall execute and deliver to the Agent an 
Assignment and Acceptance (the “Assignment and Acceptance”) substantially in 
the form of Exhibit 9.12.1, together with the Note subject to such assignment and 
a processing and recordation fee of $3,100 payable to the Agent by the assigning 
Lender or the Assignee. Upon acceptance and recording pursuant to Section 
9.12.3, from and after the effective date specified in each Assignment and 
Acceptance (which effective date shall, unless waived by the Agent, be at least five 
Business Days after receipt of the executed Assignment and Acceptance by the 
Agent, together with the assignment fee referenced below):
(a) the Assignee shall be party hereto and, to the extent 
provided in such Assignment and Acceptance, have the rights and obligations of a 
Lender under this Loan Agreement and
(b) the assigning Lender shall, to the extent provided in 
such assignment, be released from its obligations under this Loan Agreement 
(and, in the case of an Assignment and Acceptance covering all or the remaining 
portion of an assigning Lender’s rights and obligations under this Loan 
Agreement, such Lender shall cease to be a party hereto but shall continue to be 
entitled to the benefits of Article VIII, as well as to any fees accrued for its account 
hereunder and not yet paid).
9.12.2 Terms of Assignment and Acceptance. By executing and 
delivering an Assignment and Acceptance, the assigning Lender and Assignee 
shall be deemed to conform to and agree with each other an the other parties here­
to as follows:
(a) other than the representation and warranty that it 
is the legal and beneficial owner of the interest being assigned thereby free and 
clear of any adverse claim, such assigning Lender makes no representation or 
warranty and assumes no responsibility with respect to any statements, war­
ranties or representations made in or in connection with this Loan Agreement or 
the execution, legality, validity, enforceability, genuineness, sufficiency or value of 
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this Loan Agreement, any other Loan Instrument or any other instrument or doc­
ument furnished pursuant hereto;
(b) such assigning Lender makes no representation or 
warranty and assumes no responsibility with respect to the financial condition of 
either Borrower or its respective Subsidiaries or of any Guarantor or the per­
formance or observance by the Borrower or any of its Subsidiaries or any 
Guarantor of any of its obligations under this Loan Agreement, and other Loan 
Instrument or any other instrument or document furnished pursuant hereto;
(c) such Assignee confirms that it has received a copy of 
this Loan Agreement, together with copies of the most recent financial statements 
delivered pursuant to Section 4.3 and such other documents and information as 
its has deemed appropriate to make its own credit analysis and decision to enter 
into such Assignment and Acceptance.
(d) such Assignee will independently and without 
reliance upon the Agent, such assigning Lender or any other Lender, and based 
on such documents and information as its shall deem appropriate at the time, con­
tinue to make its own credit decisions in taking or not taking action under this 
Loan Agreement;
(e) such Assignee appoints and authorizes the Agent to 
take such action as agent on its behalf and to exercise such powers under this 
Loan Agreement as are delegated to the Agent by the terms hereof, together with 
such powers as are reasonably incidental thereto; and
(f) such Assignee agrees that it will perform in accor­
dance with the terms of this Loan Agreement all the obligations which are 
required to be performed by it as a Lender.
9.12.3 Acceptance of Assignment and Assumption. Upon its receipt 
of a completed Assignment and Acceptance executed by an assigning Lender and 
an Assignee (and any necessary consent of the Agent) together with the Note sub­
ject to such assignment, and the processing and recordation fee referred to in 
Section 9.12.1, the Agent shall (a) accept such Assignment and Acceptance, (b) 
record the information contained therein in the Register, and (c) give prompt 
notice thereof to the Borrower. Within five Banking Days after receipt of notice, 
the Borrower, at its own expense, shall execute and deliver to the Agent, in 
exchange for the surrendered Note, a new Note to the order of such Assignee in a 
principal amount equal to the applicable Commitment and Loan assumed by it 
pursuant to such Assignment and Acceptance and, if the assigning Lender has 
retained a Commitment and Loan, a new Note to the order of such assigning 
Lender in a principal amount equal to the applicable Commitment and Loan 
retained by it. Such new Note shall be in an aggregate principal amount equal to 
the aggregate principal amount of such surrendered Note, and shall be dated the 
date of the surrendered Note which it replaces.
9.13 Further Assurances. Each Borrower and their respective 
Subsidiaries and any Guarantor shall sign such documents and take such other 
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actions from time to time reasonably requested by an Assignee to enable it to 
share in the benefits of the rights created by the Loan Instruments.
9.14 Confidentiality. Each Lender will make no disclosure of confidential 
information furnished to it be Borrower or any of its Subsidiaries unless such 
information shall have become public other than as a result of any Lender’s 
breach of this Section 9.14, except:
(a) in connection with operations under or the enforcement of 
this Loan Agreement or any other Loan Instrument to Persons who have a rea­
sonable need to be furnished such confidential information and who agree to com­
ply with the restriction contained in this Section 9.14 with respect to such infor­
mation;
(b) pursuant to any statutory or regulatory requirement or any 
mandatory court order, subpoena or other legal process;
(c) to any parent or corporate Affiliate of such Lender or to any 
Credit Participant, proposed Credit Participant or proposed Assignee; provided, 
however, that any such Person shall agree to comply with the restrictions set forth 
in this Section 9.14 with respect to such information;
(d) to its independent counsel, auditors and other professional 
advisors with an instruction to such Person to keep such information confidential;
(e) with the prior written consent of Borrower, to any other 
Person; and
(f) in compliance with Section 11.2 of this Loan Agreement.
9.15 Restrictions on Assignment and Assumption. Notwithstanding any 
language to the contrary set forth elsewhere in this Article IX, none of the 
Lenders, the Agent, or any Assignee will:
(a) transfer or assign any interest in the Loan without providing 
ten days’ prior written notice to Borrower of such transfer, assignment or assumption;
(b) transfer or assign any interest in the Loan to an entity 
engaged in a Competitive Business; and
(c) transfer or assign any interest in the Loan to any other 
Assignee that owns or has the right to acquire five percent (5%) of any entity that 
is engaged in a Competitive Business.
9.16 Amendments, Consents, Waivers, etc.
9.16.1 Lender Consents for Amendments. Except as otherwise set 
forth herein, the Agent may (and upon the written request of the Lenders the Agent 
shall) take or refrain from taking any action under this Agreement or any other Loan 
Instrument, including giving its written consent to any modification of or amend­
ment to and waiving in writing compliance with any covenant or condition in this 
Agreement or any other Loan Instrument or any Default or Event of Default, all of 
which actions shall be binding upon all of the Lenders; provided, however, that:
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(a) Except as provided below, without the written con­
sent of the Lenders owning at least a majority of the Percentage Interests, no writ­
ten modification of, amendment to, consent with respect to, waiver of compliance 
with or waiver of a Default under, any of the Loan Instruments shall be made.
(b) Without the written consent of such Lenders as own 
100% of the Percentage Interests:
(i) No reduction shall be made in (A) the 
amount of principal of the Loan, (B) the interest rate on the Loan (other than 
amendments and waivers approved by the Lenders that waive an increase in the 
Interest Rate to the Default Rate as a result of an Event of Default), or (C) Facility 
Fees with respect to the Loan provided herein;
(ii) No change shall be made in the stated, 
scheduled time of payment of all or any portion of the Loan or interest thereon or 
fees relating to any of the foregoing payable to all of the Lenders and no waiver 
shall be made of any Default;
( iii) No increase shall be made in the amount, or 
extension of the term, of the stated Commitments beyond that provided for in this 
Loan Agreement and the Note and as set forth in the Register;
(iv) No alteration shall be made of any Lenders’ 
rights of set-off;
(v) No release of all or a material portion of the 
Borrower or any Obligor shall be made (in any event, without the written consent 
of the Lenders, the Agent may release particular Obligors in dispositions permit­
ted by Section 4.24, as modified by amendments thereto approved by the Lenders);
(vi) No amendment to or modification of this 
Section 9.16 or the definition of “Lenders” shall be made; and
(vii) No change shall be made in the allocation of 
prepayments among Lenders made by Borrower under Section 2.5 of this Loan 
Agreement.
(c) Without the written consent of the Agent, no 
amendment or modification of any Loan Instrument shall affect the rights or 
duties of the Agent under the Loan Instruments.
9.16.2 Course of Dealing: No Implied Waivers. No course of dealing 
between any Lender or the Agent, on one hand, and the Borrower or any other 
Obligor, on the other hand, shall operate as a waiver of any of the Lenders’ or the 
Agent’s rights under this Agreement or any other Loan Instrument or with 
respect to the Borrower’s Obligations to Lender. In particular, no delay or omis­
sion on the part of any Lender or the Agent in exercising any right under this 
Agreement or any other Loan Instrument or with respect to the Borrower’s 
Obligations to Lender shall operate as a waiver of such right or any other right 
hereunder or thereunder. A waiver on any one occasion shall not be construed as 
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a bar to or waiver of any right or remedy on any future occasion. No waiver, con­
sent or amendment with respect to this Agreement or any other Loan Instrument 
shall be binding unless it is in writing and signed by the Agent or the Lenders.
ARTICLE X
CLOSING
10.1 Conditions to Extending Credit. The obligations of the Lenders to 
make the extension of credit pursuant to Section 2 of this Loan Agreement shall 
be subject to the satisfaction, on or before the Closing Date, of the conditions set 
forth in this Section 10.1.
10.1.1 Note. The Borrower shall have duly executed and delivered 
to the Agent a Note for each Lender having a Percentage Interest in the Loan.
10.1.2 Payment of Fees. The Borrower shall have executed payment 
instructions under which the Agent shall be entitled to receive the Facility Fee 
and reimbursement of expenses described in Section 8.1 at Closing.
10.1.3 Legal Opinions. The Agent shall have received from the fol­
lowing counsel their respective opinions with respect to the transactions contem­
plated by the Loan Instruments, which opinions shall be in form and substance 
reasonably satisfactory to the Agent:
Berliner Zisser Walter & Gallegos, P.C., counsel for Borrower and its 
Subsidiaries.
10.1.4 Proper Proceedings. This Loan Agreement, each other Loan 
Instrument and the transactions contemplated hereby and thereby shall have been 
authorized by all necessary corporate or other proceedings. All necessary consents, 
approvals and authorizations of any governmental or administrative agency or any 
other Person of any of the transactions contemplated hereby or by any other Loan 
Instrument shall have been obtained and shall be in full force and effect.
10.1.5 General. The Agent shall have received copies of all docu­
ments, including certified copies of the Certificate of Incorporation and By-Laws 
of Borrower and the other Obligors, records of corporate proceedings, certificates 
as to signatures and incumbency of officers and opinions of counsel, which the 
Agent may have reasonably requested in connection therewith, such documents 
where appropriate to be certified by proper corporate or governmental authorities.
ARTICLE XI
MISCELLANEOUS
11.1 Notices. All notices and communications under this Loan Agreement 
shall be in writing and shall be (i) delivered in person, (ii) sent by confirmed fac­
simile, or (iii) mailed, postage prepaid, either by registered or certified mail, 
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return receipt requested, or by overnight express carrier, addressed in each case 
as follows:
To Borrower: Borrower
With a copy to: Robert W. Walter, Esq.
Berliner Zisser Walter & Gallegos, P.C. 





With a copy to: Lender’s Attorney 
or to any other address or facsimile number, as to any of the Parties hereto, as 
such party shall designate in a written notice to the other Parties hereto. All 
notices sent pursuant to the terms of this Section 11.1 shall be deemed received 
(i) if personally delivered, then on the Business Day of delivery, (ii) if sent by fac­
simile before 2:00 p.m. eastern time, on the day sent if a Business Day or if such 
day is not a Business Day or if sent after 2:00 p.m. eastern time, then on the next 
Business Day, (iii) if sent by overnight, express carrier, on the next Business Day 
immediately following the day sent, or (iv) if sent by registered or certified mail, 
on the earlier of the fifth Business Day following the day sent or when actually 
received. Any notice by facsimile shall be followed by delivery on the next 
Business Day by overnight, express carrier or by hand. Any notice to Lenders 
other than the Agent, or to Assignees, shall be sent to the address set forth in 
Section 11.1 of this Loan Agreement and, upon receipt thereof, the Agent shall 
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provide required copies of any such notices to Lenders and Assignees at the 
address set forth in the Register.
11.2 Confidentiality and Non-Disclosure. Lender does hereby covenant 
and agree with Borrower as follows:
11.2.1 Non-disclosure. Lender shall keep strictly confidential and 
shall not disclose, or cause or permit to be disclosed, to any person or entity, (i) 
any information about Borrower or the fact that Lender has received the 
Confidential Information except that Lender may make such disclosure if it has 
received the written opinion of its outside counsel that such disclosure must be 
made in order that Lender not commit a violation of law, and (ii) the Confidential 
Information, except to those officers, employees or other authorized agents and 
representatives of Lender to whom disclosure is reasonably necessary and who 
shall agree to be bound by the terms of this Loan Agreement, and except as oth­
erwise consented to in writing by Borrower. Lender shall take all actions reason­
ably necessary to ensure that the Confidential Information remains strictly confi­
dential and is not disclosed to or seen, used or obtained by any person or entity 
except in accordance with the terms of this Loan Agreement. Lender agrees not to 
contact any employees, customers, or suppliers of Borrower or its affiliates for the 
purpose of obtaining information without Borrower’s prior written consent.
In the event that Lender is requested or required (by oral questions, inter­
rogatories, requests for information or documents in legal proceedings, subpoena, 
civil investigative demand or other similar process) to disclose any of the 
Confidential Information, Lender shall provide Borrower with prompt written 
notice of any such request or requirement so that Borrower may seek a protective 
order or other appropriate remedy and/or waive compliance with the provisions of 
this Loan Agreement. If, in the absence of a protective order or other remedy or 
the receipt of a waiver by Borrower, Lender is nonetheless, in the written opinion 
of its outside counsel, legally compelled to disclose Confidential Information to any 
tribunal or else stand liable for contempt or suffer other censure or penalty, 
Lender may, without liability hereunder, disclose to such tribunal only that por­
tion of the Confidential Information which such counsel advises Lender is legally 
required to be disclosed, provided that Lender shall use its best efforts to preserve 
the confidentiality of the Confidential Information, including, without limitation, 
by cooperating with Borrower to obtain an appropriate protective order or other 
reliable assurance that confidential treatment will be afforded the Confidential 
Information by such tribunal.
11.2.2 Ownership. The Confidential Information is owned solely 
and exclusively by Borrower, shall remain the exclusive property of Borrower, and 
Lender shall have no right, title or interest in or to any of the Confidential 
Information or any material developed therefrom.
11.2.3 Use. Lender shall use or cause the Confidential Information 
to be used only in a manner consistent with the terms and conditions of this Loan 
Agreement and at no time shall Lender otherwise use the Confidential 
Information for the benefit of itself or any other third party or in any manner 
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adverse to, or to the detriment of, Borrower or its affiliates or their respective 
shareholders.
11.2.4 Other Parties Bound. All affiliates of Lender and all direc­
tors, officers, employees, agents and representatives of Lender or its affiliates 
shall be included within the definition of the term “Lender” for purposes of this 
Section 11.2 and shall be bound by the terms and conditions of this Loan 
Agreement. Lender shall be responsible for any breaches of this Section 11.2 by 
any of its affiliates and any directors, officers, employees, agents and representa­
tives of Lender or its affiliates.
11.2.5 Return of Confidential Information. Lender shall, upon 
repayment of the Loan, immediately return to Borrower upon Borrower’s written 
request all Confidential Information (including notes, writings and other material 
developed therefrom by Lender) and all copies thereof and retain none for its 
files. Notwithstanding such return, Lender shall continue to be bound by this 
Section 11.2.
11.2.6 Indemnification. Lender shall indemnify and hold harmless 
Borrower and its affiliates and their respective directors, officers, employees, 
agents and representatives from and against any and all losses, damages, costs 
and expenses (including, without limitation, reasonable attorneys’ fees and 
expenses) caused by or arising out of any breach of this Section 11.2 by Lender or 
any breach for which Lender is responsible hereunder, and any and all actions, 
suits, proceedings, claims, demands or judgments incident thereto.
11.2.7 Equitable Remedies. Lender hereby agrees that its failure to 
perform any obligation or duty which it has agreed to perform under this Section
11.2 will cause irreparable harm to Borrower, which harm cannot be adequately 
compensated for by money damages. It is further agreed by Lender that an order 
of specific performance or for injunctive relief against Lender in the event of a 
breach or default under the terms of this Section 11.2 would be equitable and 
would not work a hardship on Lender. Accordingly, in the event of a breach or 
default by Lender hereunder, Borrower, without any bond or other security being 
required and in addition to whatever other remedies are or might be available at 
law or in equity, shall have the right either to compel specific performance by, or 
to obtain injunctive relief against, Lender, with respect to any obligation or duty 
herein or breach thereof.
11.2.8 No Licenses Granted. Borrower grants no licenses, by impli­
cation or otherwise, under any patent, copyright, trademark, trade secret or other 
rights by disclosing Confidential Information under or in connection with this 
Loan Agreement.
11.2.9 Trading in Securities. Lender acknowledges that it is aware, 
and agrees to advise its directors, officers, employees, agents and representatives 
who are informed as to the matters which are the subject of this Loan Agreement, 
that the United States securities laws prohibit any person who has material, non­
public information from purchasing or selling securities of a company that may be 
a party to such Loan Agreement or from communicating such information to any 
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other person under circumstances in which it is reasonably foreseeable that such 
person is likely to purchase or sell such securities.
11.3 Survival of Loan Agreement: Indemnities. All covenants, agree­
ments, representations and warranties made in this Loan Agreement shall sur­
vive the making by Lender of the Loan and the execution and delivery to Lender 
of the Note and of all other Loan Instruments, and shall continue in full force and 
effect so long as any of Borrower’s Obligations remain outstanding, unperformed 
or unpaid. Notwithstanding the repayment of all amounts due under the Loan 
Instruments, the cancellation of the Note and the release and/or cancellation of 
any and all of the Loan Instruments, the obligations of Borrower to indemnify 
Lender with respect to the expenses, damages, losses, costs and liabilities 
described in Section 8.2 shall survive until all applicable statute of limitations 
periods with respect to actions which may be brought against Lender have run.
11.4 Further Assurance. From time to time, Borrower shall execute and 
deliver to Lender such additional documents as Lender reasonably may require to 
carry out the purposes of the Loan Instruments and to protect Lender’s rights 
thereunder, and not take any action inconsistent with the purposes of the Loan 
Instruments.
11.5 Taxes and Fees. Should any tax (other than taxes based upon the net 
income of Lender), recording or filing fees become payable in respect of any of the 
Loan Instruments, or any amendment, modification or supplement thereof, 
Borrower agrees to pay the same on demand, together with any interest or penal­
ties thereon attributable to any delay by Borrower in meeting Lender’s demand, 
and agree to hold Lender harmless with respect thereto.
11.6 Severability. In the event that any provision of this Loan Agreement 
is deemed to be invalid by reason of the operation of any law, this Loan Agreement 
shall be construed as not containing such provision and the invalidity of such pro­
vision shall not affect the validity of any other provisions hereof, and any and all 
other provisions hereof which otherwise are lawful and valid shall remain in full 
force and effect.
11.7 Waiver. No delay on the part of Lender in exercising any right, power 
or privilege hereunder shall operate as a waiver thereof, and no single or partial 
exercise of any right, power or privilege hereunder shall preclude other or further 
exercise thereof, or be deemed to establish a custom or course of dealing or per­
formance between the Parties hereto, or preclude the exercise of any other right, 
power or privilege.
11.8 Modification of Loan Instruments. No modification or waiver of any 
provision of any of the Loan Instruments shall be effective unless the same shall 
be in writing, and then such waiver or consent shall be effective only in the spe­
cific instance and for the purpose for which given. No notice to or demand on 
Borrower in any case shall entitle Borrower to any other or further notice or 
demand in the same, similar or other circumstances.
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11.9 Captions. The headings in this Loan Agreement are for purposes of 
reference only and shall not limit or otherwise affect the meaning hereof.
11.10 Successors and Assigns. This Loan Agreement shall be binding upon 
and inure to the benefit of and be enforceable by the respective successors and per­
mitted assigns of the Parties hereto.
11.11 Remedies Cumulative. All rights and remedies of Lender pursuant 
to this Loan Agreement, any other Loan Instruments or otherwise, shall be cumu­
lative and non-exclusive, and may be exercised singularly or concurrently.
11.12 Entire Agreement: Conflict. This Loan Agreement and the other 
Loan Instruments executed pursuant hereto constitute the entire agreement 
among the Parties hereto with respect to the transactions contemplated hereby or 
thereby and supersede any prior agreements, whether written or oral, relating to 
the subject matter hereof. In the event of a conflict between the terms and condi­
tions set forth herein and the terms and conditions set forth in any other Loan 
Instrument, the terms and conditions set forth herein shall govern.
11.13 APPLICABLE LAW. THE LOAN INSTRUMENTS SHALL BE 
CONSTRUED IN ACCORDANCE WITH AND GOVERNED BY THE LAWS AND 
DECISIONS OF THE STATE OF DELAWARE. FOR PURPOSES OF THIS SEC­
TION 11.13, THE LOAN INSTRUMENTS SHALL BE DEEMED TO BE PER­
FORMED AND MADE IN THE STATE OF DELAWARE.
11.14 JURISDICTION AND VENUE. BORROWER HEREBY AGREES 
THAT ALL ACTIONS OR PROCEEDINGS INITIATED BY BORROWER AND 
ARISING DIRECTLY OR INDIRECTLY OUT OF THE LOAN INSTRUMENTS 
SHALL BE LITIGATED IN THE COURTS OF DELAWARE, OR THE UNITED 
STATES DISTRICT COURT SITTING IN DELAWARE. BORROWER HEREBY 
EXPRESSLY SUBMITS AND CONSENTS IN ADVANCE TO SUCH JURISDIC­
TION IN ANY ACTION OR PROCEEDING COMMENCED BY LENDER IN ANY 
OF SUCH COURTS, AND HEREBY AGREES THAT PERSONAL SERVICE OF 
THE SUMMONS AND COMPLAINT, OR OTHER PROCESS OR PAPERS 
ISSUED THEREIN MAY BE SERVED IN THE MANNER PROVIDED FOR 
NOTICES HEREIN, AND AGREES THAT SERVICE OF SUCH SUMMONS 
AND COMPLAINT OR OTHER PROCESS OR PAPERS MAY BE MADE BY 
REGISTERED OR CERTIFIED MAIL ADDRESSED TO BORROWER AT THE 
ADDRESS TO WHICH NOTICES ARE TO BE SENT PURSUANT TO SECTION 
11.1. BORROWER WAIVES ANY CLAIM THAT THE STATE OF DELAWARE IS 
AN INCONVENIENT FORUM OR AN IMPROPER FORUM BASED ON LACK 
OF VENUE. TO THE EXTENT PROVIDED BY LAW, SHOULD BORROWER, 
AFTER BEING SO SERVED, FAIL TO APPEAR OR ANSWER TO ANY SUM­
MONS, COMPLAINT, PROCESS OR PAPERS SO SERVED WITHIN THE NUM­
BER OF DAYS PRESCRIBED BY LAW AFTER THE MAILING THEREOF, 
BORROWER SHALL BE DEEMED IN DEFAULT AND AN ORDER AND/OR 
JUDGMENT MAY BE ENTERED BY THE COURT AGAINST BORROWER AS 
DEMANDED OR PRAYED FOR IN SUCH SUMMONS, COMPLAINT, 
PROCESS OR PAPERS. THE EXCLUSIVE CHOICE OF FORUM FOR BOR­
ROWERS SET FORTH IN THIS SECTION 11.14 SHALL NOT BE DEEMED TO 
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PRECLUDE THE ENFORCEMENT BY LENDER OF ANY JUDGMENT 
OBTAINED IN ANY OTHER FORUM OR THE TAKING BY LENDER OF ANY 
ACTION TO ENFORCE THE SAME IN ANY OTHER APPROPRIATE JURIS­
DICTION, AND BORROWER HEREBY WAIVES THE RIGHT TO COLLATER­
ALLY ATTACK ANY SUCH JUDGMENT OR ACTION.
11.15 WAIVER OF RIGHT TO JURY TRIAL. LENDER AND BORROWER 
ACKNOWLEDGE AND AGREE THAT ANY CONTROVERSY WHICH MAY 
ARISE UNDER ANY OF THE LOAN INSTRUMENTS OR WITH RESPECT TO 
THE TRANSACTIONS CONTEMPLATED THEREBY WOULD BE BASED 
UPON DIFFICULT AND COMPLEX ISSUES AND, THEREFORE, THE PAR­
TIES AGREE THAT ANY LAWSUIT ARISING OUT OF ANY SUCH CONTRO­
VERSY WILL BE TRIED IN A COURT OF COMPETENT JURISDICTION BY A 
JUDGE SITTING WITHOUT A JURY.
11.16 Estoppel Certificate. Within 15 days after Lender reasonably 
requests the Borrower to do so, Borrower will execute and deliver to Lender a 
statement certifying (i) that this Loan Agreement is in full force and effect and has 
not been modified except as described in such statement, (ii) the date to which 
interest on the Note has been paid, (iii) the Principal Balance, (iv) whether or not 
to its knowledge an Incipient Default or Event of Default has occurred and is con­
tinuing, and, if so, specifying in reasonable detail each such Incipient Default or 
Event of Default of which it has knowledge, (v) whether to its knowledge it has 
any defense, setoff or counterclaim to the payment of the Note in accordance with 
its terms, and, if so, specifying each defense, setoff or counterclaim of which it has 
knowledge in reasonable detail (including where applicable the amount thereof), 
and (vi) as to any other matter reasonably requested by Lender.
11.17 Counterparts. This Loan Agreement may be executed by the Parties 
hereto in several counterparts and each such counterpart shall be deemed to be 
an original, but all such counterparts shall together constitute one and the same 
agreement.
11.18 No Fiduciary Relationship. No provision in this Loan Agreement or 
in any other Loan Instrument, and no course of dealing among the Parties here­
to, shall be deemed to create any fiduciary duty by Lender to Borrower.
11.19 No Strict Construction. The language used in this Loan Agreement 
shall be deemed to be the language chosen by the Parties hereto to express their 
mutual intent, and no rule of strict construction shall be applied against any of the 
Parties hereto.
11.20 Conflict with Subordination Agreement. In the event of any conflict 
between any term, covenant or condition of this Loan Agreement or any other 
Loan Instrument and any term, covenant or condition of the Subordination 
Agreement, the provisions of the Subordination Agreement shall govern.
11.21 Application of Subordination Agreement. This entire Loan 
Agreement is subject to the provisions of the Subordination Agreement and the 
selective use herein of the phrase “subject to the provisions of the Subordination 
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Agreement” or phrases similar thereto shall not limit the application of the 
Subordination Agreement to any particular provision of this Loan Agreement or 
any other Loan Instrument.
IN WITNESS WHEREOF, this Loan Agreement has been executed and 
delivered by each of the Parties hereto by a duly authorized officer of each such 








* This agreement is intended as a sample only. It is included with the understanding that the 
publisher and author are not rendering legal or other professional services. It should not be 
used before the services of a competent legal professional have been obtained.
THIS INVESTORS’ RIGHTS AGREEMENT (the “Agreement”) is entered 
into as of this ____  day of ________ , 2002, by and among ___________ , a
_______________  corporation (the “Company”) and the purchasers of Series A 
Preferred Stock (the “Series A Stock”) set forth on Exhibit A of that certain Series 
A Preferred Stock Purchase Agreement of even date herewith (the “Purchase 
Agreement”). The holders of Series A Stock who are parties hereto are set forth 
on Exhibit A hereto and shall be referred to hereinafter as the “Investors” and 
each individually as “Investor.”
RECITALS
WHEREAS, the Company proposes to sell and issue shares of Series A Stock 
pursuant to the Purchase Agreement; and
WHEREAS, as a condition to entering into the Purchase Agreement, the 
prospective purchasers have requested that the Company extend to them reg­
istration rights, information rights, preemptive rights and other rights as set 
forth below.
NOW, THEREFORE, in consideration of the mutual promises, representa­
tions, warranties, covenants and conditions set forth in this Agreement and in the 
Purchase Agreement, the parties mutually agree as follows:
SECTION 1. GENERAL
1.1 Definitions. As used in this Agreement the following terms shall 
have the following respective meanings:
“Exchange Act” means the Securities Exchange Act of 1934 as amended.
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“Holder” means any person owning of record Shares or Registrable 
Securities that have not been sold to the public or any assignee of record of such 
Registrable Securities.
“Initial Public Offering” means the Company’s first firm commitment under­
written public offering of its Common Stock registered under the Securities Act.
“Major Investor” shall mean a holder of Registrable Securities representing, 
together with the Registrable Securities held by any affiliated entity of such 
holder, at least 500,000 shares of Registrable Securities (as adjusted for any stock 
dividends, combinations, splits, recapitalizations and the like).
“Qualified Public Offering” means the Company’s first firm commitment 
underwritten public offering of its Common Stock registered under the Securities 
Act in which the valuation of all capital stock outstanding at the conclusion of the 
offering is at least $150,000,000, or a definitive agreement to purchase the 
Company exists in which the purchase price is at least $150,000,000.
“Registrable Securities” means (i) Common Stock of the Company issued or 
issuable upon conversion of the Shares and (ii) any Common Stock of the 
Company issued as (or issuable upon the conversion, right or other security which 
is issued) a dividend or other distribution with respect to, or in exchange for or in 
replacement of such above-described securities. Notwithstanding the foregoing, 
Registrable Securities shall not include any securities sold by a person to the pub­
lic either pursuant to a registration statement or Rule 144 under the Securities 
Act or sold in a private transaction in which the transferor’s rights under Section 
2 of this Agreement are not assigned.
“Registrable Securities then Outstanding” shall be the number of shares 
determined by calculating the total number of shares of the Company’s Common 
Stock that are Registrable Securities and (i) are then issued and outstanding, or 
(ii) are issuable pursuant to then exercisable or convertible securities.
“SEC” or “Commission” means the Securities and Exchange Commission.
“Securities Act” shall mean the Securities Act of 1933, as amended.
“Shares” shall mean the shares of the Company’s Series A Preferred Stock 
issued pursuant to the certain Series A Stock Purchase Agreement, dated as of 
____________ , 2002.
SECTION 2. REGISTRATION; RESTRICTIONS ON TRANSFER
2.1 Restrictions on Transfer.
(a) Each Holder agrees not to make any disposition of all or any 
portion of the Shares or Registrable Securities unless and until:
(i) There is then in effect a registration statement 
under the Securities Act covering such proposed disposition and such disposition 
is made in accordance with such registration statement; or
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(ii) (A) The transferee has agreed in writing to be bound 
by the terms of this Agreement, and (B) such Holder shall have notified the 
Company of the proposed disposition and shall have furnished the Company with 
a detailed statement of the circumstances surrounding the proposed disposition, 
and (C) if requested by the Company, such Holder shall have furnished the 
Company with an opinion of counsel, reasonably satisfactory to the Company, or 
such other evidence that the Company may reasonably request, that such dispo­
sition will not result in a violation of the Securities Act.
(iii) Notwithstanding the provisions of paragraphs (i) 
and (ii) above, except in the case of unusual circumstances, no such registration 
statement or opinion of counsel shall be necessary for a transfer by a Holder which 
is (A) a partnership to its partners or former partners in accordance with part­
nership interests, (B) a corporation to its stockholders in accordance with their 
interest in the corporation, (C) a limited liability company to its members or for­
mer members in accordance with their interest in the limited liability company, 
or (D) to the Holder’s family member or trust for the benefit of an individual 
Holder, provided the transferee agrees to be subject to the terms of this 
Agreement to the same extent as if such transferee were an original Holder here­
under, and if requested by the Company, signs and delivers to the Company a 
counterpart to this Agreement.
(b) Each certificate representing Shares or Registrable 
Securities shall (unless otherwise permitted by the provisions of the Agreement) 
be stamped or otherwise imprinted with a legend substantially similar to the fol­
lowing (in addition to any legend required under applicable state securities laws 
or as provided elsewhere in this Agreement or any other agreement between the 
Company and the holder of such certificate):
THESE SECURITIES HAVE NOT BEEN REGISTERED UNDER 
THE SECURITIES ACT OF 1933, NOR HAVE THEY BEEN REGIS­
TERED UNDER THE SECURITIES (“BLUE SKY”) LAWS OF ANY 
STATE. THESE SECURITIES MAY NOT BE SOLD, TRANS­
FERRED, PLEDGED, OR HYPOTHECATED UNLESS THEY HAVE 
FIRST BEEN REGISTERED UNDER THE SECURITIES ACT OF 
1933 AND UNDER THE APPLICABLE STATE SECURITIES 
(“BLUE SKY’) LAWS OR UNLESS THE AVAILABILITY OF AN 
EXEMPTION FROM REGISTRATION UNDER SUCH ACT AND 
LAWS IS ESTABLISHED TO THE SATISFACTION OF THE COM­
PANY, WHICH MAY NECESSITATE A WRITTEN OPINION OF 
SELLER’S COUNSEL SATISFACTORY TO COMPANY COUNSEL.
(c) The Company shall be obligated to reissue promptly unle- 
gended certificates at the request of any holder thereof if the holder shall have 
obtained an opinion of counsel (which counsel may be counsel to the Company) 
reasonably acceptable to the Company to the effect that the securities proposed to 
be disposed of may lawfully be so disposed of without registration, qualification or 
legend. The Company shall bear the costs of any such reissuance, including the 
reasonable legal fees and expenses incurred in connection with the rendering of 
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the aforementioned legal opinion, provided that legal counsel rendering such opin­
ion is counsel to the Company or, if legal counsel to the Company is unable or 
unwilling to render such opinion in a reasonable time frame, other counsel rea­
sonably acceptable to the Company (in any case, the Company shall not bear the 
cost of obtaining legal opinions from such other legal counsel in excess of $3,500 
for securities purchased pursuant to this Agreement).
(d) Any legend endorsed on an instrument pursuant to applicable 
state securities laws and the stop-transfer instructions with respect to such secu­
rities shall be removed upon receipt by the Company of an order of the appropri­
ate blue sky authority authorizing such removal.
2.2 Rule 144 Reporting. With a view to making available to the Holders 
the benefits of certain rules and regulations of the SEC that may permit the sale 
of the Registrable Securities to the public without registration, the Company 
agrees to use its best efforts to:
(a) Make and keep public information available, as those terms 
are understood and defined in SEC Rule 144 or any similar or analogous rule 
promulgated under the Securities Act, at all times after the effective date of the 
first registration filed by the Company for an offering of its securities to the gen­
eral public;
(b) File with the SEC, in a timely manner, all reports and other 
documents required of the Company under the Exchange Act;
(c) So long as a Holder owns any Registrable Securities, furnish 
to such Holder forthwith upon request: a written statement by the Company as to 
its compliance with the reporting requirements of the Exchange Act (at any time 
after it has become subject to such reporting requirements); a copy of the most 
recent annual or quarterly report of the Company; and such other reports and doc­
uments as a Holder may reasonably request in availing itself of any rule or regu­
lation of the SEC allowing it to sell any such securities without registration.
2.3 Drag-Along Rights.
(a) If the Company’s Board of Directors (the “Board”) and the 
holders of a majority of the Company’s outstanding capital stock (voting together 
as one class on an as-converted basis) (the “Majority Holders”) approve a Sale of 
the Company (an “Approved Sale”) prior to the occurrence of a Qualified Public 
Offering of common stock of the Company, the Holder shall take all necessary 
actions in connection with the consummation of the Approved Sale as requested 
by the Board. The holders of a majority of the shares of common stock of the 
Company, and the Company (whether directly or through an affiliate, as such 
term is defined under Rule 12-b-2 of the Exchange Act) shall have the right, but 
not the obligation, to require the Holders of Shares to sell all of such Shares to 
such transferee; provided that (A) the consideration to be received by the Holders 
of Shares shall be the same amount (per share) and type of consideration as that 
received by the Company and its affiliates (as such term is defined under Rule 12- 
b-2 of the Exchange Act) and, in any event, shall be cash or freely transferable 
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marketable securities; (B) the Holders of Shares are given the opportunity, as pro­
vided in the then effective Certificate of Incorporation, to convert their Shares to 
Common Stock if they so desire; (C) if any holders of a class of capital stock are 
given an option as to the form and amount of consideration to be received, each 
holder of such class of capital stock shall be given the same option; and, (D) each 
holder of then currently exercisable rights to acquire shares of a class of common 
stock shall be given an opportunity to either (i) exercise such rights prior to the 
consummation of the Approved Sale and participate in such sale as holders of a 
class of common stock, or (ii) upon the consummation of the Approved Sale, receive 
in exchange for such rights consideration equal to the amount determined by mul­
tiplying (a) the same amount of consideration per share of a class of common stock 
in connection with the Approved Sale less the exercise price per share of such class 
of common stock of such right to acquire such class of common stock by (b) the num­
ber of shares of such class of common stock represented by such rights.
(b) Sale of the Company. “Sale of the Company,” as used herein, 
shall be defined as any transaction or series of transactions pursuant to which any 
person(s) or entity(ies) in the aggregate acquires (i) capital stock of the Company 
possessing the voting power to elect a majority of the Company’s Board (whether 
by merger, consolidation, reorganization, combination, sale or transfer of the 
Company’s capital stock, shareholder or voting agreement, proxy, power of attor­
ney or otherwise), or (ii) all or substantially all of the Company’s assets deter­
mined on a consolidated basis.
(c) Terms and Conditions. The obligations of the Holder to par­
ticipate in an Approved Sale are subject to the satisfaction of the following terms 
and conditions:
(i) The Company shall give the Holder written notice of 
a proposed Approved Sale not less than ten days before such Approved Sale is to 
take place, which written notice (the “Notice of Sale”) shall set forth (1) the name 
and address of the Proposed Purchaser, (2) the aggregate number of Shares to be 
sold to the Proposed Purchaser, and (3) the terms and conditions of the proposed 
Approved Sale, including the proposed amount and form of consideration and 
terms and conditions of payment offered by such Proposed Purchaser; and
(ii) Any Shares purchased from the Holder pursuant to 
this Agreement shall be purchased at the same price per share and (except as 
otherwise expressly provided herein) otherwise on the same terms and conditions 
as the other Shares being sold in the Approved Sale (it being understood and 
agreed that such terms and conditions do not include the making of any repre­
sentations and warranties, indemnities or other similar agreements by the Holder 
other than representations, warranties and indemnities as to such Holder’s own­
ership of the Shares and such Holder’s due authority to sell such Shares).
(d) Consummation of Sale. The Holders shall take such actions 
and execute such documents and instruments as shall be reasonably necessary in 
order to consummate the Approved Sale expeditiously and on the same terms as 
the Majority Holders, except that the Holders shall not be required to make any
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representations or warranties or give any indemnities other than (i) that they are 
duly empowered and authorized to carry out the proposed transaction, (ii) that 
they have valid marketable title to the equity securities proposed to be sold and
(iii) that there exist no laws, litigation or agreements that would impair the trans­
fer of their Shares. If, at the end of the 180-day period following the date on which 
the Drag-Along Notice was delivered, the Majority Holders have not completed 
the Approved Sale, the Holders shall be released from their obligations hereunder 
with respect to such Approved Sale. At the closing of any Approved Sale under this 
Section 2.3, the Holders shall deliver certificates representing the Shares to be 
transferred by them, duly endorsed for transfer with signature guaranteed and 
with any stock transfer tax stamps affixed, against delivery of the applicable pur­
chase price or merger consideration. All cost and expenses incurred by the 
Majority Holders in connection with such Approved Sale shall be borne by the 
Majority Holders.
(e) Exception. Notwithstanding any provision to the contrary, 
this Section 2.3 shall not apply to any Sale of the Company in which the Holders 
receive less than $2.55 per share (as adjusted for any stock dividends, combina­
tions, splits, recapitalizations and the like).
SECTION 3. COVENANTS
3.1 Basic Financial Information and Reporting.
(a) Effective March 31, 2003, the Company will maintain true 
books and records of accounts in which full and correct entries will be made of all 
its business transactions pursuant to a system of accounting established and 
administered in accordance with generally accepted accounting principles consis­
tently applied, and will set aside on its books all such proper accruals and 
reserves as shall be required under generally accepted accounting principles con­
sistently applied.
(b) As soon as practicable after the end of each fiscal year of the 
Company, and in any event within 90 days thereafter, the Company will furnish 
each Investor a consolidated balance sheet of the Company, as at the end of such 
fiscal year, and a consolidated statement of income and a consolidated statement 
of cash flows of the Company, for such year, all of which shall be prepared in accor­
dance with generally accepted accounting principles consistently applied and set­
ting forth in each case in comparative form the financial statements for the pre­
vious fiscal year, all in reasonable detail. Such financial statements shall be 
accompanied by a report and opinion thereon by independent public accountants 
of national standing selected by the Company’s Board of Directors.
(c) The Company will furnish each Investor, as soon as practi­
cable after the end of the first, second and third quarterly accounting periods in 
each fiscal year of the Company, and in any event within 45 days thereafter, a con­
solidated balance sheet of the Company as of the end of each such quarterly peri­
od, and a consolidated statement of income and a consolidated statement of cash 
flows of the Company for such period and for the current fiscal year to date, all of 
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which shall be prepared in accordance with generally accepted accounting prin­
ciples and certified by the chief financial officer of the Company (or the chief 
accounting officer if no chief financial officer is in place), with the exception that 
no notes need be attached to such statements and year-end accruals and audit 
adjustments may not have been made.
(d) The Company will furnish each Major Investor (i) at least 30 
days prior to the beginning of each fiscal year an operating budget and updated 
strategic plan as appropriate for such fiscal year; and (ii) periodic reports on the 
Company’s progress with respect to milestones set forth in the Company’s strate­
gic plan. Each Major Investor shall be entitled to receive a brief written opera­
tional status report after the end of each month (beginning in March 2003), and 
in any event within 30 days thereafter. Such report shall contain only information 
that a reasonable investor would expect in order to monitor the status of his 
investment in the Company and in no event shall the Company be required to 
provide information in the report that it would not reasonably be expected to pro­
vide. In addition, each Major Investor will be entitled to participate in a quarterly 
conference call for the purpose of reviewing the operational progress of the 
Company. Such quarterly conference call shall not exceed one hour in duration 
and shall be held on the third Friday following each quarter-end at 2:00 p.m. 
Eastern Standard Time. In the event a Major Investor is unable to attend at such 
time, it hereby waives its right to such quarterly conference call.
3.2 Inspection Rights. Each Major Investor shall have the right to visit 
and inspect any of the properties of the Company or any of its subsidiaries, and to 
discuss the affairs, finances and accounts of the Company or any of its sub­
sidiaries with its officers, and to review such books and records as is reasonably 
requested all at such reasonable times and as often as may be reasonably requested; 
provided, however, that the Company shall not be obligated under this Section 3.2 
with respect to a competitor of the Company or with respect to information which 
the Board of Directors determines in good faith is confidential and should not 
therefore be disclosed.
3.3 Confidentiality of Records. Each Investor agrees to use, and to use 
its commercially reasonable efforts to insure that its authorized representatives 
use, the same degree of care as such Investor uses to protect its own confidential 
information to keep confidential any information furnished to it by the Company 
(so long as such information is not in the public domain and unless the Company 
indicates in writing that such information is not confidential), except that such 
Investor may disclose such proprietary or confidential information to any partner, 
subsidiary, member or parent of such Investor for the purpose of evaluating its 
investment in the Company as long as such partner, subsidiary, member or par­
ent is advised of the confidentiality provisions of this Section 3.3.
3.4 Expenses: Compensation. The reasonable travel expenses of each 
director (or observer) incurred to attend Board or committee meetings shall be reim­
bursed by the Company. If the Company adopts a program to compensate its “out­
side” or “independent” directors generally either with cash or with stock options, 
then it shall also extend the same compensation to the directors who were elected 
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as representatives of the Series A Stock (unless such representative is also an offi­
cer or employee of the Company), and in the case of stock options such options shall 
be transferable by the individual Board members to their respective firms.
3.5 Board Composition and Committees. The Company shall establish
audit and compensation committees by December 31, 2003 and the director who is 
elected as a representative of the Series A Stock shall be entitled to serve on such 
committees. In the event the Second Closing is completed and so long as__________
holds at least 500,000 shares of Series A Preferred Stock, the representative of the 
Series A Stock shall be a person designated by________________ and such person
shall serve on the compensation committee and the audit committee.
3.6 Indemnification. The Company’s Certificate of Incorporation and 
Bylaws shall provide, to the maximum extent permitted by Delaware law, for 
elimination of the liability of directors and for indemnification of directors and 
officers for acts on behalf of the Company.
3.7 Board of Director Approval. The Company shall not, without the 
approval of the Board of Directors, including a majority of the non-employee direc­
tors, declare or pay any cash dividend or cash distribution to any holder of the 
Company’s capital stock.
3.8 Certain Covenants Relating to SBA Matters.
(a) Use of Proceeds. The proceeds from the issuance and sale 
of the Series A Stock pursuant to the Purchase Agreement (the “Proceeds”) shall 
be used by the Company for its growth, modernization or expansion. Specifically, 
the proceeds shall be used for working capital and general corporate purposes. 
The Company shall provide each Investor which is a licensed Small Business 
Investment Company (an “SBIC Investor”) and the Small Business Administration 
(the “SBA”) reasonable access to the Company’s books and records for the purpose 
of confirming the use of Proceeds.
(b) Business Activity. For a period of one year following the 
Initial Closing under the Purchase Agreement the Company shall not change the 
nature of its business activity if such change would render the Company ineligible 
as provided in 13 C.F.R. Section 107.720.
(c) Compliance. So long as any SBIC Investor holds any secu­
rities of the Company, the Company will at all times comply with the non-dis­
crimination requirements of 13 C.F.R. Parts 112,113 and 117.
(d) Information for SBIC Investor. Within 45 days after the end 
of each fiscal year and at such other times as a SBIC Investor may reasonably 
request, the Company shall deliver to such SBIC Investor a written assessment, 
in form and substance satisfactory to such SBIC Investor, of the economic impact 
of such SBIC Investor’s financing specifying the full-time equivalent jobs created 
or retained in connection with such investment, and the impact of the financing 
on the Company’s business in terms of profits and on taxes paid by the Company 
and its employees. Upon request, the Company agrees to promptly provide each 
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SBIC Investor with sufficient information to permit such Investor to comply with 
its obligations under the Small Business Investment Act of 1958, as amended, and 
the regulations promulgated thereunder and related thereto; provided, however 
each SBIC Investor agrees that it will protect any information which the Company 
labels as confidential to the extent permitted by law. Any submission of any finan­
cial information under this Section shall include a certificate of the Company’s 
president, chief executive officer, treasurer or chief financial officer.
3.9 Insurance. The Company will use its best commercial efforts to
obtain as soon as practicable, and keep in effect during the term of this Agreement
(a) key person insurance in the amount of $2,000,000 on______________ ; (b) direc­
tors and officers insurance for $1,000,000 of coverage if available at a commer­
cially reasonable cost.
3.10 Intellectual Property Protection: Non-Compete Agreements. The 
Company will use commercially reasonable efforts following the Closing to consult 
with its intellectual property counsel to develop a strategy for the protection of its 
intellectual property rights, including seeking patent, trademark and copyright 
protection as deemed appropriate by the Company. The Company will have all 
employees execute and deliver employment, proprietary information and inven­
tion assignment agreements at least as favorable to the Company as those deliv­
ered by employees in connection with the Closing. The Company will have all offi­
cers execute and deliver non-competition agreements substantially in the form 
delivered by the current officers at the Closing.
3.11 Compensation. The Company will not, without the unanimous 
approval of the compensation committee, increase the compensation of any officer 
or director by more than 10% annually or issue stock or grant stock options relat­
ing to more than 25,000 shares annually to each such officer or director, regard­
less of the vesting period applicable to any such issuance or grant.
3.12 Termination of Covenants. All covenants of the Company contained 
in Section 3, other than Section 3.6 , shall expire and terminate as to each Investor 
on the earlier of (i) the effective date of the registration statement pertaining to 
the Qualified Public Offering; and (ii) the closing of an Acquisition or Asset 
Transfer (as such terms are defined in the Company’s Certificate of Designations, 
Preferences and Rights of Series A Preferred Stock).
SECTION 4. PREEMPTIVE RIGHTS
4.1 Subsequent Offerings. Each Investor shall have a preemptive right 
to purchase its Pro Rata Share, as defined below, of all Equity Securities, as 
defined below, that the Company may, from time to time, propose to sell and issue 
after the date of this Agreement, other than the Equity Securities excluded by 
Section 4.6 hereof. Each Investor’s Pro Rata Share is equal to the ratio of (A) the 
number of shares of Registrable Securities which such Investor is deemed to be a 
holder immediately prior to the issuance of the Equity Securities to (B) the total 
number of shares of the Company’s Common Stock (including all shares of 
Common Stock issued or issuable upon conversion of the Shares or upon the exer­
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cise of any outstanding options or warrants) outstanding immediately prior to the 
issuance of the Equity Securities. The term “Equity Securities” shall mean (i) any 
Common Stock, Preferred Stock or other security of the Company; (ii) any security 
convertible, with or without consideration, into any Common Stock, Preferred 
Stock or other security (including any option to purchase such a convertible secu­
rity); (iii) any security carrying any warrant or right to subscribe to or purchase 
any Common Stock Preferred Stock or other security; (iv) any such warrant or 
right; or (v) any option to acquire any security of the Company, unless expressly 
excluded under Section 4.6.
4.2 Exercise of Rights. If the Company proposes to issue any Equity 
Securities it shall give each Investor written notice of its intention, describing the 
Equity Securities, the price and the terms and conditions upon which the 
Company proposes to issue the same. Each Investor shall have ten business days 
from the giving of such notice to agree to purchase its Pro Rata Share of the 
Equity Securities for the price and upon the terms and conditions specified in the 
notice by giving written notice to the Company and stating therein the quantity 
of Equity Securities to be purchased. Notwithstanding the foregoing, the 
Company shall not be required to offer or sell such Equity Securities to any 
Investor who would cause the Company to be in violation of applicable federal 
securities laws by virtue of such offer or sale.
4.3 Issuance of Equity Securities to Other Persons. If not all of the 
Investors elect to purchase their Pro Rata Share of the Equity Securities, then the 
Company shall promptly notify in writing the Investors who do so elect and shall 
offer such Investors the right to acquire such unsubscribed shares. The Investors 
shall have five business days after receipt of such notice to notify the Company of 
its election to purchase all or a portion thereof of the unsubscribed shares. If the 
Investors fail to exercise in full their respective preemptive rights, the Company 
shall have 90 days thereafter to sell the Equity Securities in respect of which the 
Investors’ rights were not exercised, at a price and upon general terms and condi­
tions materially no more favorable to the purchasers thereof than specified in the 
Company’s notice to the Investors pursuant to Section 4.2 hereof. If the Company 
has not sold such Equity Securities within 90 days of the notice provided pursuant 
to Section 4.2, the Company shall not thereafter issue or sell any Equity 
Securities, without first offering such securities to the Investors in the manner 
provided above. If any of the Investors do not elect to purchase securities pursuant 
to this Section 4, they shall not be entitled to an anti-dilution adjustment as pro­
vided in the Certificate of Incorporation for the respective issuance of those Equity 
Securities for which the Investor did not participate.
4.4 Termination of Preemptive Rights. The preemptive rights estab­
lished by this Section 4 shall not apply to, and shall terminate upon the comple­
tion of the Company’s Qualified Public Offering. The preemptive rights of first 
refusal established by this Section 4 may be amended, or any provision waived, on 
behalf of all Investors with the written consent of Investors holding a majority in 
interest of the Registrable Securities held by all Investors, provided that the 
rights of any Investor may not be waived except by such Investor for any securi­
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ties issued, or committed to be issued, prior to the earlier of the (a) the Second 
Closing (as defined in the Purchase Agreement); or (b) October 31, 2000.
4.5 Transfer of Preemptive Rights. The preemptive rights of each 
Investor under this Section 4 may be transferred to the same parties, subject to 
the same restrictions, as any transfer of registration rights.
4.6 Excluded Securities. The preemptive rights established by this 
Section 4 shall have no application to any of the following Equity Securities:
(a) up to an aggregate of 2,125,000 shares of Common Stock 
(and/or options, warrants or other Common Stock purchase rights issued pursuant 
to such options, warrants or other rights) issued or to be issued to employees, 
officers or directors of, or consultants or advisors to the Company or any sub­
sidiary, pursuant to stock purchase or stock option plans or other arrangements 
that are approved by the Board of Directors, including existing options outstand­
ing at the date hereof;
(b) 3,661,432 shares of Common Stock previously issued;
(c) any Equity Securities issued for consideration other than 
cash pursuant to a merger, consolidation, acquisition or similar business combi­
nation that (a) is with an entity in which no shareholder of the Company has a 
direct or indirect beneficial ownership (or the right to acquire such ownership) of 
more than 1% and (b) that has been approved by the Board of Directors and holders 
of a majority of the then outstanding Registrable Securities;
(d) shares of Common Stock issued in connection with any stock 
split, stock dividend or recapitalization by the Company, provided such action is 
pro-rata among all shareholders of all classes of stock;
(e) up to an aggregate of 100,000 shares of Equity Securities 
issued pursuant to any equipment leasing arrangement, or debt financing from a 
bank or similar financial institution that has been approved by the Board of 
Directors (including the representative of the Series A Stock);
(f) the Shares issued pursuant to the Purchase Agreement;
(g) shares of Common Stock issued upon conversion of the 
Shares; and
(h) any Equity Securities that are issued by the Company pur­
suant to a registration statement filed under the Securities Act.
SECTION 5. MISCELLANEOUS
5.1 Governing Law. This Agreement shall be governed by and construed
under the laws of the State of____________ .
5.2 Survival. The representations, warranties, covenants, and agree­
ments made herein shall survive any investigation made by any Holder and the 
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closing of the transactions contemplated hereby. All statements as to factual mat­
ters contained in any certificate or other instrument delivered by or on behalf of 
the Company pursuant hereto in connection with the transactions contemplated 
hereby shall be deemed to be representations and warranties by the Company 
hereunder solely as of the date of such certificate or instrument.
5.3 Sunset Provision. Upon the consummation of the first Qualified 
Public Offering, as such term is defined in this Agreement, the preemptive rights, 
transfer restrictions and information rights, as described in this Agreement and 
the Restated Certificate of Incorporation of the Company shall expire automati­
cally, except as to Section 3.6 with respect to any officer or director affiliated with 
any Investor.
5.4 Successors and Assigns. Except as otherwise expressly provided 
herein, the provisions hereof shall inure to the benefit of, and be binding upon, the 
successors, assigns, heirs, executors, and administrators of the parties hereto and, 
subject to Section 2.1, shall inure to the benefit of and be enforceable by each per­
son who shall be a holder of Registrable Securities from time to time; provided, 
however, that prior to the receipt by the Company of adequate written notice of 
the transfer of any Registrable Securities specifying the full name and address of 
the transferee, the Company may deem and treat the person listed as the holder 
of such shares in its records as the absolute owner and holder of such shares for 
all purposes, including the payment of dividends or any redemption price.
5.5 Severability. In case any provision of the Agreement shall be 
invalid, illegal, or unenforceable, the validity, legality, and enforceability of the 
remaining provisions shall not in any way be affected or impaired thereby.
5.6 Amendment and Waiver.
(a) Except as otherwise expressly provided, this Agreement may 
be amended or modified only upon the written consent of the Company and the 
holders of a majority in interest of the Registrable Securities.
(b) Except as otherwise expressly provided, the obligations of the 
Company and the rights of the Holders under this Agreement may be waived only 
with the written consent of the holders of at least a majority in interest of the 
Registrable Securities.
(c) Notwithstanding the foregoing subsections (a) and (b), no 
amendment or waiver of any of the provisions of this Agreement shall be effective 
against any Investor without the consent of that Investor for any action taking 
place prior to the earlier of (a) the Second Closing or (b) October 31, 2000.
5.7 Delays or Omissions. It is agreed that no delay or omission to exer­
cise any right, power, or remedy accruing to any Holder upon any breach, default 
or noncompliance of the Company under this Agreement shall impair any such 
right, power, or remedy, nor shall it be construed to be a waiver of any such 
breach, default or noncompliance, or any acquiescence therein, or of any similar 
breach, default or noncompliance thereafter occurring. It is further agreed that 
Appendix M: Investors’ Rights Agreement 365
any waiver, permit, consent, or approval of any kind or character on any Holder’s 
part of any breach, default or noncompliance under the Agreement or any waiver 
on such Holder’s part of any provisions or conditions of this Agreement must be in 
writing and shall be effective only to the extent specifically set forth in such writ­
ing. All remedies, either under this Agreement, by law, or otherwise afforded to 
Holders shall be cumulative and not alternative.
5.8 Notices. All notices required or permitted hereunder shall be in writ­
ing and shall be deemed effectively given: (i) upon personal delivery to the party 
to be notified, (ii) when sent by confirmed telex or facsimile if sent during normal 
business hours of the recipient; if not, then on the next business day, (iii) three 
business days after having been sent by registered or certified mail, return receipt 
requested, postage prepaid, or (iv) one day after deposit with a nationally recog­
nized overnight courier, specifying next day delivery. All communications shall be 
sent to the party to be notified at the address as set forth on the signature pages 
of the Purchase Agreement at such other address as such party may designate by 
ten days advance written notice to the other parties hereto.
5.9 Entire Agreement. This Agreement, the exhibits and schedules here­
to, the Purchase Agreement and the other documents delivered pursuant thereto 
constitute the full and entire understanding and agreement between the parties 
with regard to the subjects hereof.
5.10 Attorneys’ Fees. In the event that any dispute among the parties to 
this Agreement should result in litigation, the prevailing party in such dispute 
shall be entitled to recover from the losing party all fees, costs and expenses of 
enforcing any right of such prevailing party under or with respect to this 
Agreement, including without limitation, such reasonable fees and expenses of 
attorneys and accountants, which shall include, without limitation, all fees, costs 
and expenses of appeals.
5.11 Titles and Subtitles. The titles of the sections and subsections of this 
Agreement are for convenience of reference only and are not to be considered in 
construing this Agreement.
5.12 Counterparts. This Agreement may be delivered via facsimile and 
executed in any number of counterparts, each of which shall be an original, but all 
of which together shall constitute one instrument.
IN WITNESS WHEREOF, the parties hereto have executed this Investors’ 
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